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Rule  la.  Books  and  other  legal  material  may  be  borrowed  from 
the  San  Francisco  Law  Library  for  use  within  the  City  and  County 
of  San  Francisco,  for  the  periods  of  time  and  on  the  conditions  herein- 
after provided,  by  the  judges  of  all  courts  situated  within  the  City  and 
County,  by  Municipal,  State  and  Federal  officers,  and  any  member  of 
the  State  Bar  in  good  standing  and  practicing  law  in  the  City  and 
County  of  San  Francisco.  Each  book  or  other  item  so  borrowed  shall 
be  returned  within  five  days  or  such  shorter  period  as  the  Libr-rica 
shall  require  for  books  of  special  character,  including  books  con- 
stantly in  use,  or  of  unusual  value.  The  Librarian  may,  in  his  discre- 
tion, grant  such  renewals  and  extensions  of  time  for  the  return  of 
books  as  he  may  deem  proper  under  the  particular  circumstances  and 
to  the  best  interests  of  the  Library  and  its  patrons.  Books  shall  not 
be  borrowed  or  withdrawn  from  the  Library  by  the  general  public  or 
by  law  students  except  in  unusual  cases  of  extenuating  circumstances 
and  within  the  discretion  of  the  Librarian. 

Rule  2a.  No  book  or  other  item  shall  be  removed  or  withdrawn 
from  the  Library  by  anyone  for  any  purpose  without  first  giving  writ- 
ten receipt  in  such  form  as  shall  be  prescribed  end  furnished  for  the 
purpose,  failure  of  which  shall  be  ground  for  suspension  or  denial  of 
the  privilege  of  the  Library. 

Rule  5a.  No  book  or  other  material  in  the  Library  shall  have  the 
leaves  folded  down,  or  be  marked,  dog-eared,  or  otherwise  soiled, 
defaced  or  injured,  and  any  person  violating  this  provision  shall  be 
liable  for  a  sum  not  exceeding  treble  the  cost  of  replacement  of  the 
book  or  other  material  so  treated  and  may  be  denied  the  further 
privilege  of  the  Library. 
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No.  12879 
IN  THE 
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James  Monroe  Jefferson, 
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Stockholders  Publishing  Co.,  Inc.,  a  Nevada  corpora- 
tion, 

Appellee. 


APPELLANT'S  OPENING  BRIEF. 


A. 

Statement  of  the  Pleadings  and  Facts  Disclosing 
Jurisdiction. 

Appellant  is  a  resident  of  California  and  appellee  is  a 
Nevada  corporation.  The  matter  in  controversy  exceeds 
the  sum  of  $3000  [R.  3].  The  action  is  predicated  on  an 
alleged  libel  in  a  newspaper,  and  the  District  Court  has 
jurisdiction  because  of  the  diversity  of  citizenship  and  the 
amount  in  controversy  as  provided  in  28  U.  S.  C.  1332. 
A  final  order  of  dismissal  was  entered  [R.  14]  and  this 
court  has  jurisdiction  of  an  appeal  therefrom  as  provided 
in  28  U.  S.  C.  1291. 
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B. 

Statement  of  the  Case. 

Appellant  filed  his  complaint  in  the  District  Court  of  the 
Southern  District  of  California  asking  $100,000  damages 
because  of  a  libel  published  in  the  "Daily  News,"  a  news- 
paper owned  and  published  by  appellee  [R.  3  to  9].  The 
complaint  was  filed  January  12,  1950  [R.  9].  A  summons 
was  not  issued  at  that  time  as  a  bond  was  not  filed  [R. 
19]. 

Thereafter,  on  August  22,  1950,  an  undertaking  on  suit 
for  libel  in  the  amount  of  $500  was  filed  and  summons 
issued  [R.  19].  The  summons  was  served  and  it  was  then 
filed  in  court  August  30,  1950  [R.  12]. 

A  motion  to  dismiss  was  filed  on  September  13.  1950 
[R.  19].  An  amended  motion  to  dismiss  was  thereafter 
filed  on  September  28,  1950  [R.  13],  which  amended 
motion  was  granted  and  the  action  ordered  dismissed  [R. 
15]  on  the  ground  that  appellant  failed  to  comply  with 
Rule  4(a)  F.  R.  C.  P.  in  that  the  complaint  was  filed  on 
the  12th  day  of  January,  1950,  and  the  summons  was  not 
issued  until  the  22nd  day  of  August,  1950,  over  seven 
months'  later  [R.  15].    Rule  4(a)  provides  as  follows: 

"4(a)  Summons:  Issuance.  Upon  the  filing  of  the 
complaint  the  clerk  shall  forthwith  issue  a  summons 
and  deliver  it  for  service  to  the  marshal  or  to  a  per- 
son specially  appointed  to  serve  it.  Upon  request  of 
the  plaintiff  separate  or  additional  summons  shall  is- 
sue against  any  defendants." 
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The  trial  court  concluded  that  because  of  such  delay  in 
issuance  of  summons,  the  action  should  be  dismissed  under 
Rule  41(b)  F.  R.  C.  P.  [R.  15].  Rule  41(b)  provides  that 
a  defendant  may  move  for  dismissal  for  failure  of  the 
plaintiff  to  comply  with  the  rules. 

As  disclosed  on  the  clerk's  docket  entries,  summons  was 
not  issued  when  the  complaint  was  filed  because  a  bond  was 
not  then  on  file  [R.  19].  The  bond  was  filed  August  22, 
1950,  and  the  summons  was  issued  forthwith  on  the  same 
day  as  shown  in  the  docket  entries  [R.  19]. 

The  federal  court  has  jurisdiction  only  because  of  di- 
versity of  citizenship,  as  the  action  is  for  libel  under  the 
law  of  California  and  that  law  governs  as  to  the  rights  of 
the  parties.  One  of  the  rights  accorded  the  defendant  in  a 
libel  action  is  that  a  bond  shall  be  furnished  by  plaintiff 
before  summons  can  be  issued  by  the  clerk  (Act  4317  Gen- 
eral Laws  of  California,  p.  1532).  Section  1  of  that  act 
is  as  follows : 

§1.  Undertaking.  In  an  action  for  libel  or  slander 
the  clerk  shall,  before  issuing  the  summons  therein, 
require  a  written  undertaking  on  the  part  of  the  plain- 
tiff in  the  sum  of  five  hundred  (500)  dollars,  with 
at  least  two  competent  and  sufficient  sureties,  speci- 
fying their  occupations  and  residences,  to  the  effect 
that  if  the  action  be  dismissed  or  the  defendant  re- 
cover judgment,  that  they  will  pay  such  costs  and 
charges  as  may  be  awarded  against  the  plaintiff  by 
judgment  or  in  the  progress  of  the  action,  or  on  an 
appeal,  not  exceeding  the  sum  specified  in  the  under- 
taking. An  action  brought  without  filing  the  under- 
taking required  shall  be  dismissed." 


After  providing  for  justification  of  sureties,  exceptions, 
new  bonds,  etc.,  the  same  act  provides  in  Section  7  as 
follows : 

"§7.  Costs.  In  case  plaintiff  recovers  judgment, 
he  shall  be  allowed  as  costs  one  hundred  (100)  dol- 
lars, to  cover  counsel  fees,  in  addition  to  the  other 
costs.  In  case  the  action  is  dismissed,  or  the  defen- 
dant recover  judgment,  he  shall  be  allowed  one  hun- 
dred (100)  dollars,  to  cover  counsel  fees,  in  addition 
to  the  other  costs,  and  judgment  therefor  shall  be  en- 
tered accordingly." 

It  will  be  noted  that  Section  1  does  not  require  the  filing 
of  the  bond  before  the  filing  of  the  complaint  or  concur- 
rently therewith,  but  is  addressed  only  to  the  issuance  of 
the  summons.  The  California  Code  of  Civil  Procedure 
provides  an  action  is  commenced  with  the  filing  of  the 
complaint  as  follows: 

"§  350.  When  an  action  is  commenced.  An  action 
is  commenced,  within  the  meaning  of  this  title,  when 
the  complaint  is  filed.     (Enacted  1872.)" 

That  California  Code  also  provides  that  the  filing  of  the 
complaint  is  the  commencement  of  the  action  as  follows: 

"§405.  (Actions,  how  commenced. )  Civil  actions 
in  the  courts  of  this  state  are  commenced  by  filing  a 
complaint.  (Enacted  1872;  Am.  Code  Amdts.  1873- 
74,  p.  296.)" 

Under  the  California  law  summons  can  be  issued  at  any 
time  within  one  year  after  the  complaint  is  filed  as  pro- 
vided in  the  Code  of  Civil  Procedure  as  follows: 

"§406.  (Indorsement  of  complaint:  Summons, 
issuance  and  service.)  The  clerk,  or,  if  there  be  no 
clerk,  the  justice,  must  indorse  on  the  complaint  the 


day,  month  and  year  that  it  is  filed,  and  at  any  time 
within  one  year  thereafter  the  plaintiff  may  have  a 
summons  issued,     *     *     *" 

The  questions  involved  on  this  appeal  all  grow  out  of  a 
determination  whether  the  requirement  of  F.  R.  C.  P.  that 
a  summons  be  issued  "forthwith"  after  the  filing  of  the 
complaint  is  mandatory,  and  means  immediate,  as  against 
the  California  law  that  the  summons  may  be  issued  any 
time  within  one  year  after  the  filing  of  a  complaint  and  the 
.requirement  of  the  California  law  that  the  summons  can- 
not be  issued  in  a  libel  action  until  a  bond  is  filed  for  the 
protection  of  the  defendant. 

C. 

Specification  of  Errors. 

Appellant  relies  upon  the  following  specification  of  er- 
rors: 

1.  The  court  erred  in  finding  that  the  appellant  failed 
to  comply  with  Rule  4(a)  of  F.  R.  C.  P.  in  the  delay  in  the 
issuance  of  summons. 

2.  The  court  erred  in  refusing  to  recognize  the  pro- 
vision of  the  state  law  that  summons  may  be  issued  within 
one  year  after  the  complaint  is  filed  when  it  recognized 
that  the  summons  cannot  be  issued  until  an  undertaking 
was  filed  as  required  by  state  law  and  that  the  appellee 
was  entitled  to  a  judgment  for  attorney's  fees  as  provided 
in  said  state  law. 

3.  The  court  erred  in  determining  that  the  action 
should  be  dismissed  because  of  the  failure  to  have  sum- 
mons issued  at  the  time  of  the  filing  of  the  complaint. 

4.  The  court  erred  in  finding  that  the  court  has  no  jur- 
isdiction over  the  appellee,  it  having  been  served  with  sum- 
mons and  having  appeared  in  the  action. 


D. 

ARGUMENT. 

Summary. 

The  federal  rule  that  the  clerk  shall  issue  a  summons 
"forthwith"  on  the  filing  of  the  complaint  is  not  so  rigid 
and  inflexible  as  to  prevent  the  application  of  state  law 
in  diversity  of  citizenship  cases  where  conditions  and  privi- 
leges are  established  which  affect  the  issuance  of  the  sum- 
mons. 

The  state  law  which  requires  the  filing  of  a  bond  be- 
fore the  issuance  of  summons  in  a  libel  action  is  to  be 
given  effect  by  the  federal  court  in  a  diversity  of  citizen- 
ship case.  A  state  law  which  gives  the  plaintiff  the  privi- 
lege of  filing  such  bond  and  having  summons  issued  at  any 
time  within  one  year  is  also  to  be  given  effect  by  the  fed- 
eral court. 

Diversity  of  citizenship  cases  are  to  be  so  conducted  in 
federal  courts  that  the  results  will  be  the  same  as  if  the 
case  were  in  the  state  courts,  in  so  far  as  legal  rules  affect 
the  outcome. 

Federal  Rules. 

Rule  4(a)  F.  R.  C.  P.  provides  that  upon  the  filing  of 
the  complaint  the  "clerk"  shall  "forthwith"  issue  a  sum- 
mons. The  duty  and  responsibility  is  placed  on  the  clerk. 
No  specific  time  requirement  is  fixed  but  only  a  duty 
which  should  be  performed  when  the  complaint  has  been 
filed  and  nothing  is  to  be  done  except' the  clerk's  actual 
issuance  of  the  document  itself. 

The  same  section  then  provides  that  "upon  request  of 
the  plaintiff"  separate  or  additional  summons  shall  issue. 
This  sentence  makes  clear  that  there  is  no  time  limitation 
as  such,  but  that  a  summons  may  be  issued  at  a  later 
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time  when  conditions  warrant.  In  such  a  case,  the  clerk 
has  no  duty  to  issue  the  summons  until  the  plaintiff  re- 
quests it. 

In  neither  sentence,  read  separately  or  together,  is  there 
any  suggestion  of  a  time  deadline  and  that  the  failure  of 
the  clerk  to  actually  issue  the  summons  within  a  certain 
specified  time  would  make  it  impossible  for  him  to  do  so  at 
a  later  date. 

It  was  error  for  the  district  court  to  rule  that  the  re- 
quirement that  summons  be  issued  forthwith  is  so  rigid 
and  inflexible  that  it  cannot  be  varied,  in  a  diversity  of 
citizenship  case,  by  a  right  or  privilege  granted  by  the 
state  law. 

California  Law. 

The  California  law  does  not  put  the  responsibility  on  the 
clerk,  but  leaves  it  to  the  plaintiff  to  have  summons  issued 
and  gives  him  one  year  within  which  to  do  so  (Code  of 
Civ.  Proc,  Sec.  406). 

The  state  law  also  requires,  in  a  libel  suit  such  as  the 
one  now  before  the  court,  that  the  summons  may  not  be 
issued  until  a  bond  has  been  filed  for  the  protection  of  the 
defendant.     Again  the  responsibility  is  on  the  plaintiff. 

Since  the  plaintiff  has  the  responsibility,  the  California 
law  recognizes  that  there  must  be  a  time  limit  within  which 
he  may  have  the  summons  issued,  and  it  fixed  that  period 
as  one  year  after  the  filing  of  the  complaint  (Code  of  Civ. 
Proc,  Sec.  406).  This  gives  plaintiff  one  year  within 
which  to  file  the  bond  in  a  libel  action. 

The  period  of  limitation  for  the  commencement  of  ac- 
tions in  California  (Code  of  Civ.  Proc,  Sec.  335)  for 
libel  is  one  year  (Code  of  Civ.  Proc,  Sec  340(3)).     An 
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action  is  commenced  when  the  complaint  is  filed  (Code  of 
Civ.  Proa,  Sec.  350). 

The  plaintiff  thus  has  one  year  in  which  to  file  his  com- 
plaint and  an  additional  year  within  which  he  can  make 
arrangements  for  and  file  his  bond  and  have  summons  is- 
sued. The  effect  of  the  one  year  within  which  to  file  the 
bond  is  an  extension  of  the  statute  of  limitations  for  the 
purpose  of  the  bond. 

It  was  error  for  the  district  court  to  hold  that  the  privi- 
leges, granted  to  the  plaintiff  by  the  state  law,  are  all  lost 
to  him  when  he  is  in  the  federal  court. 

Diversity  of  Citizenship  Case. 

This  case  is  in  federal  court  only  because  of  the  diversity 
of  citizenship  of  the  parties.  All  rights  are  established  by 
the  state  law.  In  the  determination  of  the  rights  of  the 
parties  in  the  federal  court,  it  is  not  necessary  to  conclude 
whether  any  particular  point  involves  a  substantive  right 
or  a  procedural  right,  for  the  U.  S.  Supreme  Court  has 
established  a  very  definite  rule  that  "in  all  cases  where  a 
federal  court  is  exercising  jurisdiction  solely  because  of  the 
diversity  of  citizenship  of  the  parties,  the  outcome  of  liti- 
gation in  the  federal  courts  should  be  substantially  the 
same,  so  far  as  legal  rules  determine  the  outcome  of  a  liti- 
gation, as  it  would  be  if  tried  in  a  state  court."  This  quo- 
tation is  from  the  case  of 

Guaranty  Trust  Co.  v.   York,  326  U.   S.   99,   65 
S.  Ct.  1464,  89  L.  Ed.  2079. 

See  also : 

Erie  R.  Co.  v.  Tompkins,  304  U.  S.  64,  58  S.  Ct. 

817,  82  L.  Ed.  1188; 
Regan  v.  Merchants  Transfer  Co.,  69  S.  Ct.  1233, 

337  U.  S.  530,  48  Mich.  L.  Rev.  531 ; 
Isaacks  v.  Jeffers,  144  F.  2d  26,  Cert.  Den.  323  U. 

S.  781,  89  L.  Ed.  624,  65  S.  Ct.  270. 
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Plaintiff  Should  Have  Privileges  as  Well  as  Responsi- 
bilities Created  by  State  Law. 

In  the  case  now  before  the  court,  the  state  law  was  ap- 
plied as  to  the  liabilities  placed  on  plaintiff.  The  clerk 
would  not  issue  summons  because  of  the  plaintiff's  failure 
to  file  the  bond  and  only  did  so  after  the  bond  was  filed 
[R.  19].  The  judgment  recognizes  the  correctness  of  the 
clerk's  action  for  the  defendant  is  awarded  $100  attor- 
ney's fees  by  virtue  of  the  same  state  law  which  required 
the  filing  of  the  bond. 

The  court,  however,  refused  to  recognize  the  privilege, 
granted  by  the  state  law,  of  one  year  within  which  the 
plaintiff  could  file  the  bond  after  the  filing  of  the  com- 
plaint. Because  the  bond  was  not  filed  immediately  and 
the  clerk  did  not  issue  the  summons  "  forthwith"  the  plain- 
tiff was  thrown  out  of  court.  This  was  without  any  re- 
course or  opportunity  for  a  day  in  court  for  the  statute  of 
limitations  had  run. 

This  outcome  is  the  direct  result  of  a  strict  construction 
and  application  of  legal  rules,  is  not  on  the  merits,  and  is 
not  the  same  result  that  would  have  been  the  outcome  in 
the  state  court.  It  is  directly  contrary  to  the  rule  and 
policy  established  by  the  Supreme  Court. 

Furthermore,  if  it  were  possible  to  estop  a  court  in  the 
conduct  of  its  affairs,  the  court's  action  in  this  case  should 
bring  about  such  a  result.  When  the  district  court  re- 
quired the  plaintiff  to  file  a  bond  before  summons  would 
be  issued,  and  when  it  gave  defendant  judgment  for  attor- 
ney's fees  under  the  authority  of  the  law  which  required 
the  bond,  that  court  should  be  estopped  from  denying  him 
one  year  within  which  to  file  the  bond  as  allowed  under 
the  state  law. 
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The  district  court  erred  when  it  determined  that  the  ac- 
tion should  be  dismissed  because  the  summons  was  not  is- 
sued at  the  time  the  complaint  was  filed.  This  result  could 
only  be  brought  about  by  a  strict  application  of  a  legal 
rule  of  procedure  and  is  one  that  cannot  be  justified  in  any 
manner  under  the  state  law. 

The  District  Court  Had  Jurisdiction  of  Appellee. 

Summons  was  issued  and  served  on  the  appellee  who 
made  a  general  appearance  in  the  action.  There  was  no 
motion  to  quash  the  summons  or  the  service.  Appellee 
could  have  appeared  without  summons.  Having  appeared, 
it  is  too  late  for  it  to  take  advantage  of  the  technicality 
as  to  the  time  when  the  summons  was  issued. 

The  court  erred  in  ruling  that  it  had  no  jurisdiction  over 
appellee. 

Conclusion. 

Appellee  should  not  be  denied  his  day  in  court  by  a  strict 
application  of  a  federal  rule  which  results  in  denying  him 
privileges  granted  by  the  state  law.  This  is  particularly  so 
when,  as  in  this  case,  the  alleged  noncompliance  with  the 
federal  rule  was  brought  about  by  the  federal  court  de- 
manding compliance  with  a  liability  created  by  the  state 
law.    The  judgment  should  be  reversed. 

Respectfully  submitted, 

Clyde  Thomas, 

Attorney  for  Appellant. 
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IN  THE 
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FOR  THE  NINTH  CIRCUIT 


James  Monroe  Jefferson, 

Appellant, 

vs. 

Stockholders  Publishing  Co.,  Inc.,  a  Nevada  corpo- 
ration, 

Appellee. 


APPELLEE'S  REPLY  BRIEF. 


A. 

Statement  of  the  Pleadings  and  Facts  Disclosing 
Jurisdiction. 

Appellant  is  a  resident  of  the  State  of  California  and 
Appellee  is  a  Nevada  corporation.  The  matter  in  con- 
troversy is  based  on  an  action  for  damages  for  alleged 
libel  wherein  a  sum  in  excess  of  $3,000  is  sought  [R.  p.  3]. 
The  United  States  District  Court  is  alleged  to  have  juris- 
diction because  of  the  diversity  of  citizenship  and  because 
of  the  amount  in  controversy  as  provided  in  28  U.  S.  C. 
1332.  A  final  Order  of  Dismissal  was  entered  [R.  pp. 
14-16]  and  this  Court  has  jurisdiction  of  an  appeal  there- 
from as  provided  in  28  U.  S.  C.  1291. 
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B. 

Statement  of  the  Case. 

Appellant  filed  an  action  for  damages  for  libel  against 
the  Appellee,  alleged  to  have  been  suffered  by  reason  of 
an  article  published  in  the  "Daily  News,"  a  newspaper 
owned  and  published  by  Appellee  [R.  pp.  3-9].  The  com- 
plaint was  filed  January  12,  1950  [R.  p.  19].  The  sum- 
mons was  not  issued  until  August  22,  1950,  over  seven 
(7)  months  later  [R.  p.  19].  Thereafter  Summons  was 
served  and  filed  with  the  Clerk  on  August  30,  1950  [R. 
p.  12]. 

An  Amended  Motion  to  Dismiss  (the  action)  was  filed 
by  Appellee  on  September  28,  1950,  under  Rule  41b  and 
Rule  12b,  Clauses  2  and  4,  of  the  Federal  Rules  of  Civil 
Procedure  [R.  p.  13].  After  consideration  of  Points 
and  Authorities  submitted  by  the  parties  and  after  oral 
argument,  the  Trial  Court  granted  the  Motion  and  ordered 
the  action  dismissed  on  January  15,  1951   [R.  pp.  14-16]. 

Rule  41b  provides  as  follows: 

"(b)  Involuntary  Dismissal:  Effect  Thereof. 
For  failure  of  the  plaintiff  ...  to  comply  with 
these  rules  ...  a  defendant  may  move  for  dis- 
missal  of   an   action   or   of   any   claim   against   him 

•    .    • 

Rule  12b,  Clauses  2  and  4  provide  as  follows: 

"Every  defense,  in  law  or  fact,  to  a  claim  for  re- 
lief in  any  pleading,  whether  a  claim,  counterclaim, 
cross-claim,  or  third-party  claim,  shall  be  asserted  in 
the  responsive  pleading  thereto  if  one  is  required,  ex- 
cept that  the  following  defenses  may  at  the  option 
of  the  pleader  be  made  by  motion :    .    .    . 

(2)   Lack  of  jurisdiction  over  the  person    .    .    . 
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(4)   Insufficiency  of  process    .    .    . 

.  .  .  No  defense  or  objection  is  waived  by  being 
joined  with  one  or  more  other  defenses  or  objections 
in  a  responsive  pleading  or  motion    .     .     ." 

The  Order  of  Dismissal  recites  two  grounds  therefor, 
to-wit : 

"I. 

That  plaintiff  failed  to  comply  with  Rule  4a  of  the 
Federal  Rules  of  Civil  Procedure,  in  that  the  com- 
plaint was  filed  on  the  12th  day  of  January,  1950,  and 
the  summons  was  not  issued  until  the  22nd  day  of 
August,  1950,  over  seven  (7)  months  later,  and  there- 
fore, said  action  should  be  dismissed  under  Rule  41b 
of  Federal  Rules  of  Civil  Procedure,  and 

II. 

That  plaintiff  having  failed  to  comply  with  Rule  4a 
of  the  Federal  Rules  of  Civil  Procedure  as  aforesaid, 
this  Court,  therefore,  has  no  jurisdiction  over  the 
defendant." 

There  are  only  two  questions  presented  by  this  Appeal, 
to-wit : 

1.  Did  the  court  abuse  its  discretion  in  granting 
Appellee's  Motion  to  Dismiss  on  the  ground  that 
Appellant  failed  to  comply  with  the  federal  rules 
of  Civil  Procedure; 

2.  Did  the  court  err  in  ruling  that  it  has  no 
jurisdiction  under  the  above  statement  of  facts, 
over  the  Appellee. 

If  the  Court  determines  that  either  of  the  foregoing 
questions  should  be  answered  in  the  negative,  the  Order 
of  Dismissal  must  be  affirmed. 


c. 

ARGUMENT. 

Summary. 

The  record  here  clearly  shows  that  Appellant  did 
not  comply  with  the  provisions  of  Rule  4a  of  the  Federal 
Rules  of  Civil  Procedure.  In  such  circumstances  the  Court 
may,  in  the  exercise  of  its  discretion,  dismiss  the  action. 

The  United  States  Supreme  Court  promulgated  the  Fed- 
eral Rules  of  Civil  Procedure.  These  Rules  may  not  be 
superseded  by  State  Rules  of  Civil  Procedure  in  United 
States  District  Courts. 

The  United  States  District  Court  had  no  jurisdiction 
over  the  Appellee  for  the  reason  that  the  action  was  not 
commenced  in  accordance  with  the  requirements  of  Rules 
3  and  4a  of  the  Federal  Rules  of  Civil  Procedure,  in  that 
the  Summons  was  not  issued  until  over  seven  months 
after  the  date  of  the  filing"  of  the  complaint. 

Appellee  by  appearing  by  a  Motion  to  Dismiss,  which 
Motion  attacks  the  jurisdiction  of  the  Court,  does  not,  by 
such  appearance,  confer  jurisdiction  upon  the  Court,  the 
distinction  between  general  and  special  appearances  hav- 
ing been  abolished. 
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I. 
The  Court  Did  Not  Abuse  Its  Discretion  in  Dismissing 
the  Action  Under  Rule  41b  of  the  Federal  Rules 
of  Civil  Procedure. 

The  Summons  was  not  issued  in  accordance  with  the 
provisions  of  Rule  4a,  Federal  Rules  of  Civil  Procedure, 
and,  therefore,  it  was  proper  for  the  Court  to  dismiss 
the  action  under  Rule  41b,  Federal  Rules  of  Civil  Proce- 
dure.    Rule  4a  provides: 

"Upon  the  filing  of  the  complaint  the  Clerk  shall 
forthwith  issue  a  summons  and  deliver  it  for  service 
to  the  marshal  or  to  a  person  specifically  appointed  to 
serve  it    .    .    ."     (Emphasis  supplied.) 

Rule  41b,  Federal  Rules  of  Civil  Procedure  (supra), 
provides  that  the  Court,  in  its  discretion,  may  dismiss  an 
action  for  failure  to  comply  with  the  Rules. 

In  the  case  at  bar  no  summons  was  issued  until  over 
seven  months  after  the  complaint  was  filed.  Appellant 
now  attempts  to  excuse  himself  for  his  failure  to  com- 
ply with  the  requirements  of  Rule  4a  on  the  ground  that 
he  was  required  to  file  an  Undertaking  under  the  pro- 
visions of  the  California  law.  The  pertinent  provisions 
of  the  California  law  to  which  Appellant  has  reference 
is  found  in  Section  4317,  General  Laws  of  California,  page 
1532.     Section  1  provides: 

"1.  Undertaking.  In  an  action  for  libel  or 
slander  the  clerk  shall,  before  issuing  the  summons 
therein,  require  a  written  undertaking  on  the  part  of 
the  plaintiff  in  the  sum  of  five  hundred  (500)  dollars, 
with  at  least  two  competent  and  sufficient  sureties, 
specifying  their  occupations  and  residences,  to  the 
effect  that  if  the  action  be  dismissed  or  the  defendant 


recover  judgment,  that  they  will  pay  such  costs  and 
charges  as  may  be  awarded  against  the  plaintiff  by 
judgment  or  in  the  progress  of  the  action  or  on  an 
appeal,  not  exceeding  the  sum  specified  in  the  under- 
taking. An  action  brought  without  filing  the  under- 
taking required  shall  be  dismissed."  (Emphasis  sup- 
plied.) 

It  is  to  be  noted  that  the  provisions  of  the  California 
law  requiring  an  Undertaking  in  a  libel  action  provide 
that  the  Clerk  of  the  Court  must  require  an  Undertaking 
"before  issuing  the  Summons/' 

It  is  also  to  be  noted  that  a  plaintiff  in  a  libel  action 
(whether  in  the  State  Court  or  the  Federal  Court)  does 
not  have  one  year  within  which  time  to  file  an  Undertak- 
ing as  suggested  by  Appellant  (App.  Op.  Br.  pp.  7,  8,  9). 
Per  contra,  the  Undertaking  must  be  filed  before  issuing 
the  summons. 

Appellant  argues  (App.  Op.  Br.  pp.  7,  8)  that  since  he 
was  required  to  file  an  Undertaking  under  the  provisions 
of  the  California  law  (clearly  a  Statute  involving  substan- 
tive law)  that  the  United  States  District  Court  should, 
thenceforth,  be  governed  not  by  the  Federal  Rules  of  Civil 
Procedure  but  by  the  California  Code  of  Civil  Procedure, 
Section  406,  which  permits  plaintiff  to  request  issuance  of 
a  Summons  any  time  within  one  year  from  the  date  of  the 
filing  of  the  complaint. 

Appellant's  position  obviously  is  fallacious.  Appellant 
chose  the  United  States  District  Court  as  his  Forum. 
That  Court  requires  that  Summons  be  issued  "forthwith" 
upon  the  filing  of  the  complaint.  The  plaintiff  in  a  libel 
action,  therefore,  must  provide  the  Undertaking  at  the  time 
of  the  filing  of  the  complaint,  to  the  end  that  the  Clerk 
can  issue  the  Summons  "forthwith,"  thereby  complying 
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with  the  provisions  of  Rule  4a.  Plaintiff  having  thus 
chosen  his  Forum,  it  follows  as  of  course,  that  he  must 
abide  by  the  procedural  rules  of  such  Forum. 

See  Merchants  Transfer  Co.  v.  Regan,  170  F.  2d  987 
(1948),  where  the  Court  said  at  page  991 : 

"It  is  quite  well  settled  that  the  manner  and  method 
to  be  followed  in  commencing  actions  is  procedural 
and  is  controlled  by  the  laws  of  the  forum  in  which 
the  action  is  filed." 

and  at  page  992 : 

".  .  .  We  held  that  the  time  within  which  the 
action  must  be  brought  or  filed  .  .  .  was  controlled 
by  New  Mexico  law,  but  that  the  manner  in  zvhich  it 
was  brought  or  filed  was  procedural  and  in  the  Fed- 
eral Court  was  controlled  by  its  rules  of  procedure 
.     .     ."     (Emphasis  supplied.) 

See  Isaacks  v.  Jeffers,  144  F.  2d  26  (1944),  Cert.  Den. 
326  U.  S.  781,  65  S.  Ct.  270  (also  cited  by  Appellant), 
where  the  Court  stated  at  page  28: 

".  .  .  the  manner  in  which  actions  are  com- 
menced, when  actions  are  deemed  to  have  begun,  the 
manner  and  method  of  serving  process  all  relate  to 
procedure  and  are  governed  by  the  law  of  the  forum 
in  which  the  action  is  instituted  .  .  ."  (Em- 
phasis supplied.) 

See  also  Yudin  v.  Carroll,  57  Fed.  Supp.  793  (1944), 
where  the  Court  said  at  pages  798  and  799: 

".  .  .  Rule  3  provides  that  the  first  step  in  an 
action  is  the  filing  of  a  complaint.  That  step  is  to 
be  followed  forthzvith  by  issuance  of  a  summons  and 
its  delivery  for  service  to  the  Marshal  .  .  .  The 
requirement  of  Rule  4a  that  the  summons  be  delivered 


for  service  to  the  Marshal  serves  a  salutary  purpose. 
Unless  both  provisions  are  read  and  considered  to- 
gether substantive  rights  of  persons  may  be  seriously 
affected  without  their  knozvledge  that  a  complaint 
has  been  filed  in  the  office  of  the  clerk  .  .  ."  (Em- 
phasis supplied.) 

See  also  Schram  v.  Holmes,  4  F.  R.  D.  119  (1943). 
In  this  case  the  process  service  was  made  nine  months 
after  the  complaint  was  filed  (although  the  summons  was 
issued  forthwith)  and  six  months  after  the  Statute  of 
Limitations  had  run.  The  Court  held  that  there  was  a 
lack  of  diligence  and  the  case  was  thereupon  dismissed. 

The  Court  said,  at  page  122: 

"It  is  our  conclusion  that  this  court  has  the  power 
to  determine  whether  or  not  there  has  been  due  dili- 
gence used  and  we  hold  that  in  this  particular  action 
there  was  not.  Nine  months  may  not  usually  be  of 
great  importance  in  the  life  of  a  country  or  a  world. 
On  the  other  hand  much  can  happen  within  that 
limited  period.  If  the  defendant  had  been  served 
when  he  should  have  been  served  he  might  have 
made  a  settlement.  It  might  have  stopped  interest 
running.  He  might  have  been  in  a  position  to  offer  a 
defense  which  he  hasn't  got  now.  Plaintiff  knew 
for  the  greater  part  of  six  years  that  he  was  going 
to  bring  action  against  defendant  some  day  if  defen- 
dant didn't  pay,  but  he  held  back  almost  the  entire 
six  years  and  then  added  six  months  more  to  the 
statute  of  limitations.  In  the  meantime  between  the 
time  of  the  filing  the  bill  of  complaint  and  serving 
of  the  summons,  great  events  rocked  the  world.  In 
fact,  it  was  in  this  interim  that  the  second  world  war 
was  started.  Not  that  this  necessarily  had  any  dis- 
astrous effect  upon  defendant,  but  it  may  serve  as 
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illustrative  of  one  reason  why  due  diligence  should 
be  required  at  all  times  in  the  service  of  process.  There 
are  rapid  changes  of  events  nowadays  that  affect 
almost  every  individual.  Home  Savings  Bank  v. 
Young,  295  Mich.  725,  295  N.  W.  474." 

In  the  case  at  bar  the  summons  was  not  even  issued 
until  over  seven  months  after  the  complaint  was  filed 
and  process  service  was  not  made  until  approximately 
seven  months  after  the  Statute  of  Limitations  had  run. 

The  alleged  libelous  article  was  published  in  the  Daily 
News  under  date  of  January  19,  1949  [R.  p.  4],  and  the 
Complaint  was  filed  in  the  United  States  District  Court 
on  January  12,  1950  [R.  p.  19],  one  week  prior  to  the 
bar  of  the  Statute  of  Limitations. 

Summons  was  not  issued  nor  served  until  after  August 
22,  1950  [R.  p.  19]  ;  a  period  of  more  than  seven  months 
after  the  action  had  been  barred  by  the  California  Statute 
of  Limitations.  The  Statute  of  Limitations  on  libel  actions 
in  the  State  of  California  is  one  year  (California  Code  of 
Civil  Procedure,  Subdivision  3  of  Section  340). 

Thus  the  record  clearly  shows  that  the  Appellant  negli- 
gently allowed  over  seven  months  to  elapse  beyond  the 
Statute  of  Limitations  before  he  even  procured  the  issu- 
ance of  the  Summons.  Thus  there  was  no  commencement 
of  the  action  which  would  toll  the  Statute. 

It  is  stated  in  Barron  &  Holtzoff  Federal  Practice  and 
Procedure,  Rules  Edition,  Vol.  1,  at  page  276,  as  follows: 

"The  Commentators  agree,  however,  that  although 
the  Statute  of  Limitations  may  be  regarded  as  a  sub- 
stantive matter,  the  method  by  which  an  action  is 
commenced  so  as  to  toll  the  Statute  is  a  question  of 
procedure  which  is  governed  by  Rule  3.     The  Courts 
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have  almost  universally  adopted  this  view,  stating 
that  the  filing  of  the  complaint  under  Rule  3  com- 
mences the  action  within  the  meaning  of  Statutes  of 
Limitations.  This  statement  is  subject  to  the  quali- 
fication that  delay  in  three  additional  steps,  issuance 
of  summons,  delay  to  an  officer  for  service,  and  ser- 
vice of  summons  and  complaint  on  defendant  may 
nullify  the  effect  of  filing  the  complaint."  (Emphasis 
supplied.) 

It  is  to  be  noted  that  the  Appellant  in  the  instant  case, 
delayed  in  all  three  of  the  steps  above  noted,  i.  e.,  he  de- 
layed over  seven  months  in  the  issuance  of  the  summons; 
he  delayed  over  seven  months  in  delivering  the  same  to 
an  officer  for  service;  and  there  was  a  delay  of  over  seven 
months  in  serving  the  summons  and  complaint  on  the  de- 
fendant. The  corporate  defendant,  publisher  of  a  large 
metropolitan  newspaper,  could  have  been  readily  served  at 
any  time. 

See  also,  8  Brooklyn  Law  Review  188,  at  page  193, 
where  it  is  stated: 

"It  would  seem,  however,  that  the  filing  of  the 
complaint  conditionally  suspends  the  running  of  the 
Statute  of  Limitations,  provided  the  summons  is  is- 
sued forthwith  and  served  within  a  reasonable  time 
thereafter." 

Appellant  having  failed  for  over  seven  months  to  pro- 
cure the  issuance  of  the  summons,  did  not  comply  with 
the  clear  unequivocal  requirements  of  Rule  4a  of  the 
Federal  Rules  of  Civil  Procedure  and  by  failing  to  de- 
liver the  summons  and  complaint  to  the  Marshal  for  serv- 
ice, and  by  failing  to  cause  service  of  summons  and  com- 
plaint to  be  made  upon  the  defendant  for  such  period, 
he  certainly  did  not  proceed  with  diligence. 
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Appellant  argues  (App.  Op.  Br.  pp.  6,  7),  that  the  word 
"forthwith"  should  be  given  a  broad  meaning,  stating  that 
"no  specific  time  requirement  is  fixed"  (when  the  United 
States  District  Court  Clerk  shall  issue  a  summons). 

We  respectfully  submit  that  the  word  "forthwith"  does 
fix  a  specific  time. 

Black's  Law  Dictionary,  Third  Edition,  defines  "forth- 
with" as  follows: 

"As  soon  as,  by  reasonable  exertion,  confined  to  the 
object,  a  thing  may  be  done.  Thus,  when  a  defendant 
is  ordered  to  plead  forthwith,  he  must  plead  within 
twenty-four  hours    .    .    ." 

Webster's  New  Twentieth  Century  Dictionary  Un- 
abridged, defines  "forthwith"  as  follows: 

"1.     Immediately;  without  delay;  directly. 

2.  In  law,  as  soon  as  the  thing  required  may  rea- 
sonably be  done,  commonly  within  twenty-four  hours." 

In  light  of  these  definitions,  and  the  commonly  under- 
stood meaning  of  the  word,  we  are  unable  to  follow  Ap- 
pellant's argument  that  "no  specific  time  requirement  is 
fixed." 

Appellant  also  argues  (App.  Op.  Br.  pp.  6,7),  that  the 
Rule  (Rule  4a)  makes  clear  that  there  is  no  time  limita- 
tion as  such  because  the  Rule  further  "provides  that  'upon 
request  of  the  plaintiff'  separate  or  additional  summons 
shall  issue." 

It  is  implicit  in  the  very  language  used  that  such  author- 
ity granted  to  the  Clerk  contemplates  the  original  issuance 
forthwith  of  a  summons.     The  language  referred  to  by 
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Appellant  obviously  refers  to  an  additional  or  alias  sum- 
mons. We  respectfully  submit  that  this  language  is  com- 
plementary to  the  first  sentence,  and  in  fact,  accentuates 
the  mandatory  provision  therein  contained,  i.  c,  that  the 
Clerk  shall  issue  the  summons  forthwith  upon  the  riling 
of  the  complaint. 

We  submit  that  the  Court  could  not  do  otherwise  than 
dismiss  the  case  at  bar  in  the  circumstances  and  in  light 
of  the  facts  disclosed  by  the  record.  For  the  Trial  Court 
to  set  a  precedent  to  the  effect  that  a  Summons  may  be 
issued,  in  direct  conflict  with  the  Federal  Rules  of  Civil 
Procedure,  over  seven  months  after  the  filing  of  the  com- 
plaint, would  be  a  dangerous  precedent,  and  would  ef- 
fectively break  down  and  render  a  nullity  the  pertinent 
provisions  of  the  Federal  Rules  of  Civil  Procedure. 

Following  Appellant's  reasoning,  a  District  Court  of 
the  United  States  would  be  required  to  be  governed  by 
the  myriad  State  Laws  of  Civil  Procedure  when  a  State 
Statute  with  reference  to  substantive  law  was  to  be  inter- 
preted. The  Federal  Rules  of  Civil  Procedure  in  these 
circumstances  would  have  little  or  no  meaning  and  in  fact, 
to  pursue  Appellant's  argument  to  its  logical  conclusion, 
there  would  be  little  or  no  necessity  for  Federal  Rules  of 
Civil  Procedure  and  Rule  4a  would  be  a  nullity.  Appellant 
would  have  the  United  States  District  Courts  bound  by 
State  Procedural  rules  rather  than  the  Federal  Rules  of 
Civil  Procedure  promulgated  by  the  Supreme  Court  of  the 
United  States,  solely  by  reason  of  the  fact  that  a  State 
Statute  involving  substantive  rights  was  involved. 
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II. 
The  Court  Has  No  Jurisdiction  Over  the  Defendant 
for  the  Reason  That  the  Summons  Was  Not  Is- 
sued Pursuant  to  Rule  4a  of  the  Federal  Rules  of 
Civil  Procedure,  and  Thus  There  Has  Been  an  In- 
sufficiency of  Process  Under  Said  Rule  and,  There- 
fore, There  Has  Been  No  Commencement  of  the 
Action. 

Rule  3  of  the  Federal  Rules  of  Civil  Procedure  provides : 

"A  civil  action  is  commenced  by  the  filing  of  a  com- 
plaint with  the  Court." 

As  hereinabove  quoted,  Rule  4a  of  the  Federal  Rules  of 
Civil  Procedure  provides  that  upon  the  filing  of  the  Com- 
plaint the  Clerk  shall  "forthwith"  issue  a  summons.  In 
commenting  upon  this  phase  of  the  matter,  it  is  stated  in 
Isaacks  v.  Jeffers,  supra,  at  page  28: 

"We  are  of  the  opinion  that  since  the  adoption  of 
the  Federal  Rules  of  Civil  Procedure,  we  must  now 
look  to  Rules  3  and  4  to  determine  when  the  action  is 
commenced."     (Emphasis  supplied.) 

Historical  Background  to  Present  Rules  3  and  4a,  Fed- 
eral Rules  of  Civil  Procedure: 

In  exploring  the  basic  reasons  for  the  present  rules  3 
and  4a,  it  is  important  to  note  that  in  hearings  which  were 
held  before  the  House  Judiciary  Committee,  when  the 
present  rules  were  being  formulated,  it  was  stated : 

"There  are  at  least  six  different  views  in  the  vari- 
ous states  as  to  what  constitutes  the  commencement  of 
an  action.     That  means  great  confusion  when  you 
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come  into  the  Federal  Court.  Does  the  filing  of  the 
complaint  commence  the  action  or  is  it  the  issuance 
of  the  summons  .  .  .  or  is  it  the  actual  service 
of  it?  .  .  .  Therefore,  to  avoid  this  confusion, 
Rule  3  fixes  the  filing  of  the  complaint  as  the  point 
of  time  which  constitutes  the  beginning  of  an  action. 
Rule  4a  provides  for  the  immediate  automatic  issu- 
ance of  the  summons  and  its  delivery  by  the  Clerk 
to  the  Marshal  for  service.  Thus  the  steps  which  in 
various  states  have  been  taken  as  the  beginning  of  the 
action  must  follow  in  quick  sequence."  (Emphasis 
supplied. ) 

See  Edgar  B.  Tolman,  Hearings  Before  the  House  Judi- 
ciary Committee,  March  1-4,  1938,  page  73. 

Another  important  point  in  examining  the  historical 
background  leading  up  to  the  adoption  of  the  present 
Federal  Rules  of  Civil  Procedure  is  that  the  Federal 
Courts,  prior  to  the  adoption  of  these  Rules,  usually  re- 
quired, not  only  the  filing  of  a  complaint,  but  also  the 
issuance  of  summons  and  delivery  of  process  to  the  Mar- 
shal for  service  as  a  prerequisite  for  full  commencement  of 
the  suit. 

See  Andis  v.  Schick  Dry  Shaver,  Inc.,  94  F.  2d  271 
(1938),  where  the  Court  stated  that  an  action  is  deemed 
commenced  so  far  as  the  parties  to  it  are  concerned,  from 
the  time  the  process  is  issued,  and  delivered  to  the  serving 
officer  with  a  bona  fide  intent  to  be  served. 

See  also,  Farmers  Loan  &  Trust  Co.  v.  Lake  Street 
Elevated  R.  R.  Co.,  177  U.  S.  51;  20  Supreme  Court  564 
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(1900),  where  the   Court  stated  at  20   Supreme   Court, 
page  568: 

"As  between  the  immediate  parties  in  a  proceed- 
ing .  .  .  jurisdiction  must  be  regarded  as  attach- 
ing when  the  bill  is  filed  and  process  has  issued  and 

where    .    .    .    the  process  is  subsequently  duly  served 
>> 

In  analyzing  the  foregoing  excerpts  from  the  cases  de- 
cided prior  to  the  adoption  of  Federal  Rules  of  Civil  Proce- 
dure and  the  legislative  history  preceding  the  adoption 
of  the  rules,  it  is  clear  that  the  draftsmen  of  the  Rules 
intended  to  require  that  an  action  be  commenced  by  the 
filing  of  a  complaint  and  the  issuance  of  the  summons 
forthwith  to  obviate  the  former  confusion  which  had 
existed. 

Ill, 

The  Trial  Court  Did  Not  Abuse  Its  Discretion  in  Dis- 
missing the  Action. 

A  Trial  Court  is  vested  under  the  Federal  Rules  of 
Civil  Procedure  (41b)  with  the  power  to  dismiss  an  action 
for  various  causes,  including  laches  or  lack  of  diligence 
on  the  part  of  the  plaintiff  in  prosecuting  the  action;  fail- 
ure to  comply  with  any  Order  of  Court  or  failure  to  com- 
ply with  the  Federal  Rules  of  Civil  Procedure.  This  power 
is  addressed  to  the  sound  discretion  of  the  Trial  Court, 
and  the  exercise  of  such  discretion  should  not  be  dis- 
turbed except  upon  a  clear  showing  of  an  abuse  of  such 
discretion.     This  principle  is  basic  and  well  established. 
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See  Shot  kin  v.  Westinghouse  Electric  and  Manufactur- 
ing Co.,  169  F.  2d  825  (1948),  where  the  Court  said  at 
page  826: 

"A  motion  to  dismiss  for  failure  to  prosecute  dili- 
gently is  addressed  to  the  sound  judicial  discretion 
of  the  Court,  and  the  action  thereon  will  not  be  dis- 
turbed on  appeal  unless  such  discretion  was  abused 


See  also,  Sweeney  v.  Anderson,  129  F.  2d  756  (1942), 
where  the  Court  said,  at  page  758: 

".  .  .  Every  Court  has  the  inherent  power  in  the 
exercise  of  a  sound  judicial  discretion,  to  dismiss  a 
cause  for  want  of  prosecution.  The  duty  rests  upon 
the  plaintiff  to  use  diligence  and  to  expedite  his  case 
to  a  final  determination.  The  decision  of  a  Trial 
Court  in  dismissing  a  cause  for  lack  of  prosecution 
will  not  be  disturbed  on  appeal  unless  it  is  made  to  ap- 
pear that  there  has  been  a  gross  abuse  of  discretion." 

It  should  be  noted  here  that  the  Appellant  does  not  com- 
plain that  the  Trial  Court  abused  its  discretion,  Appel- 
lant contending,  per  contra,  that  the  Court  committed  an 
error  of  law.  We  respectfully  submit  that  the  record 
shows  that  no  error  of  law  was  committed.  The  record 
likewise  shows  that  the  Appellant  flagrantly  disregarded  the 
Federal  Rules  of  Civil  Procedure.  The  Trial  Court,  in  the 
exercise  of  its  sound  judicial  discretion,  dismissed  the 
action  under  the  provisions  of  41b,  supra.  Certainly,  as 
above  stated,  in  the  light  of  the  foregoing  facts,  it  would 


—17— 

have  been  a  dangerous  procedent  for  the  Trial  Court  to 
set,  by  ruling,  in  effect,  that  the  Rules  of  Civil  Proce- 
dure of  the  State  of  California  take  precedence  over 
the  Federal  Rules  of  Civil  Procedure  in  the  United  States 
District  Court. 

IV. 
Appellant  Has  Not  Correctly  Construed  the  So-called 
"Outcome  of  Litigation  Rule"  in  Diversity  of  Citi- 
zenship Cases. 

Appellant  contends  that  inasmuch  as  this  case  is  before 
the  Federal  Court  solely  by  reason  of  the  diversity  of 
citizenship  of  the  parties,  that  the  Court  should  apply  the 
rule  laid  down  in  Guaranty  Trust  Company  v.  York,  326 
U.  S.  99,  65  Sup.  Ct.  1464,  and  Regan  v.  Merchants 
Transfer  Co.,  337'  U.  S.  530,  69  Sup.  Ct.  1233,  to  the 
effect  that  the  outcome  of  litigation  in  the  Federal  Courts 
should  be  substantially  the  same  so  far  as  legal  rules  de- 
termine the  outcome  of  litigation,  as  it  would  have  been  if 
tried  in  a  State  Court.  These  two  cases  both  involved 
the  application  of  a  State  Statute  of  Limitations,  and 
hold  that  the  Federal  Court  must  apply  the  State  Law 
with  reference  to  the  time  and  manner  in  which  the  Stat- 
ute of  Limitations  is  tolled  under  the  State  Law.  Clearly, 
these  cases  are  not  analogous  in  any  way  to  the  case  at 
bar  wherein  Appellant  contends  that  a  United  States 
District  Court  must  apply  the  California  Rules  of  Civil 
Procedure  in  lieu  of  the  Federal  Rules  of  Civil  Proce- 
dure. 
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V. 
Under  the  Federal  Rules  of  Civil  Procedure,  Jurisdic- 
tion of  the  Court  Properly  May  Be  Attacked  by  a 
Motion  to  Dismiss. 

Appellant  contends  (App.  Op.  Br.  p.  10)  that  Appellee 
by  appearing  by  Motion  to  Dismiss,  has  made  a  "general 
appearance"  and  that,  therefore,  the  Court  has  jurisdiction 
over  Appellee.  Appellant  also  suggests  that  the  proper 
procedure  would  have  been  to  appear  by  a  "Motion  to 
Quash  the  Summons  or  the  Service." 

Appellee  appeared  by  a  Motion  to  Dismiss  [R.  p.  13] 
under  Rule  12b  of  the  Federal  Rules  of  Civil  Procedure. 
Such  appearance,  when  made  for  the  purpose  of  attacking 
the  Court's  jurisdiction,  does  not  constitute  a  "general 
appearance"  which  would  confer  jurisdiction  upon  the 
Court. 

See  Orange  Theatre  Corp.  v.  Rayherstz  Amusement 
Corp.,  139  F.  2d  871  (1944)  (certiorari  denied  by  United 
States  Supreme  Court,  322  U.  S.  740,  64  S.  Ct.  1057), 
where  it  is  stated,  at  page  874: 

"It  necessarily  follows  that  Rule  12  has  abolished 
for  the  Federal  Courts,  the  age-old  distinctions  be- 
tween general  and  special  appearances.  A  defendant 
need  no  longer  appear  specially  to  attack  the  Court's 
jurisdiction  over  him     .     .     ." 
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Conclusions. 

In  Appellant's  Specification  of  Errors  (App.  Op.  Br.  p. 
5)  Appellant  specifies 

1.  "1.  The  Court  erred  in  finding  that  the  appel- 
lant failed  to  comply  with  Rule  4(a)  of  F.  R.  C.  P.  in 
the  delay  in  the  issuance  of  summons."  and     .     .     . 

"3.  The  court  erred  in  determining  that  the  action 
should  be  dismissed  because  of  the  failure  to  have 
summons  issued  at  the  time  of  the  filing  of  the 
complaint." 

The  record  shows  that  the  Appellant  did  fail  to  comply 
with  such  rule,  i.  e.,  the  rule  requires  that  a  summons  be 
issued  "forthwith"  and  the  summons  in  this  case  was  not 
issued  until  over  seven  months  after  the  filing  of  the  com- 
plaint. There  is  no  provision  in  Rule  4a  that  this  time 
may  be  extended  for  any  reason  or  cause,  and  per  contra, 
the  rule  is  mandatory  in  its  requirements  that  the  sum- 
mons be  issued  forthwith. 

The  rule  has  solid  historical  background  and  is  sup- 
ported by  sound  reasons.  Such  rule  can  be  enforced,  by 
the  exercise  of  the  sound  discretion  of  the  Trial  Court, 
only  by  the  action  taken  by  the  Trial  Court  in  the  instant 
case. 

2.  Appellant's  second  specification  of  error  is  to  the 
effect  that  the  Court  erred  in  refusing  to  apply  the  pro- 
visions of  the  California  Rules  of  Civil  Procedure  which 
permits  the  Clerk  to  issue  a  summons  within  one  year 
from  the  date  of  the  filing  of  the  complaint.     Appellant 
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has  made  no  showing  that  the  Federal  Court  is  required 
to  follow  the  California  Rules  of  Civil  Procedure  merely 
because  the  Federal  Court  recognizes  a  substantive  statute 
of  this  State. 

3.  Appellant's  fourth  specification  is  to  the  effect  that 
the  Court  erred  in  finding  that  it  had  no  jurisdiction  over 
the  Appellee,  it  having  been  served  with  summons  and 
having  appeared  in  the  action  by  its  Motion  to  Dismiss. 

We  have  clearly  shown  that  a  defendant  may  appear 
by  Motion  to  Dismiss  and  attack  the  jurisdiction  of  the 
Court  under  the  appropriate  provisions  of  the  Federal 
Rules  of  Civil  Procedure,  Section  12b,  and  that  such 
appearance  does  not  thereupon  confer  jurisdiction  upon  the 
Court. 

It  is  respectfully  submitted: 

1.  That  the  Court  did  not  abuse  its  discretion  by  dis- 
missing the  within  action  by  reason  of  the  failure  of 
Appellant  to  comply  with  the  Federal  Rules  of  Civil  Pro- 
cedure ; 

2.  That  no  error  of  law  was  committed  by  the  Court 
in  finding  that  it  had  no  jurisdiction  over  Appellee. 

The  Trial  Court's  Order  of  Dismissal  should  be  af- 
firmed. 

Respectfully  submitted, 

BlNFORD  &  BlNFORD, 
L.  B.  BlNFORD, 

Howard  M.  Binford, 

Attorneys  for  Appellee. 
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To  the  Honorable  Judges  of  the   United  States  Circuit 
Court  of  Appeals,  for  the  Ninth  Circuit: 

Petitioner,  Stockholders  Publishing  Company, 
Inc.,  a  corporation,  appellee  herein,  hereby  respectfully 
petitions  for  a  rehearing  of  the  above  entitled  cause, 
wherein  on  the  18th  day  of  January,  1952,  this  Honorable 
Court  rendered  its  written  opinion  after  submission  of 
the  cause  on  written  briefs  and  after  oral  argument  be- 
fore the  Honorable  Clifton  Mathews,  Albert  Lee  Stephens 
and  William  E.  Orr,  Circuit  Judges. 
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Grounds. 


THAT  ACT  4317  OF  DEERING'S  GENERAL  LAWS  OF  CALI- 
FORNIA (REQUIRING  PLAINTIFF  TO  FILE  A  BOND  PRIOR 
TO  THE  ISSUANCE  OF  A  SUMMONS  IN  ANY  ACTION  FOR 
LIBEL  OR  SLANDER)  IS  A  SUBSTANTIVE  LAW  OF  THE  STATE 
OF  CALIFORNIA  AND  IS  NOT  MERELY  A  PROCEDURAL  LAW 
BUT  ACCORDS  TO  A  DEFENDANT  IN  CALIFORNIA  CERTAIN 
SUBSTANTIVE   RIGHTS   IN   ACTIONS   OF    SUCH    CHARACTER. 

II. 

THAT  UNDER  THE  DECISIONS  OF  THE  UNITED  STATES 
SUPREME  COURT  THE  FEDERAL  COURT  MUST  RECOGNIZE 
AND  GIVE  FULL  EFFECT  TO  THE  SUBSTANTIVE  LAWS  OF 
THE  SEVERAL  STATES,  AND  IN  THE  INSTANT  CASE  THE 
FEDERAL  COURT.  THEREFORE,  IS  REQUIRED  FULLY  TO  REC- 
OGNIZE THE  PROVISIONS  OF  ACT  4317  OF  DEERING'S  GEN- 
ERAL   LAWS    OF    THE    STATE    OF    CALIFORNIA. 

III. 

THAT  THE  "OUTCOME  OF  LITIGATION  RULE"  LAID  DOWN 
BY  THE  UNITED  STATES  SUPREME  COURT  MUST  BE  AP- 
PLIED IN  THE  CASE  AT  BAR  WHEREIN  THE  PARTIES  ARE 
BEFORE  THE  FEDERAL  COURT  SOLELY  BY  REASON  OF  DI- 
VERSITY   OF    CITIZENSHIP. 

IV. 

THAT  THE  FAILURE  OF  THE  CLERK  TO  ISSUE  SUMMONS 
FORTHWITH,  AS  REQUIRED  BY  RULE  4(a)  OF  THE  FEDERAL 
RULES  OF  CIVIL  PROCEDURE,  WAS  OCCASIONED  SOLELY 
BY  THE  FAILURE  OF  THE  APPELLANT  TO  FILE  WITH  THE 
CLERK  AT  THE  TIME  APPELLANT  FILED  HIS  COMPLAINT, 
A  BOND  AS  REQUIRED  BY  THE  SUBSTANTIVE  LAW  OF  THE 
STATE   OF    CALIFORNIA. 
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ARGUMENT  ON  GROUND  I. 

That  Act  4317  of  Deering's  General  Laws  of  California 
(Requiring  Plaintiff  to  File  a  Bond  Prior  to  the 
Issuance  of  a  Summons  in  Any  Action  for  Libel 
or  Slander)  Is  a  Substantive  Law  of  the  State  of 
California  and  Is  Not  Merely  a  Procedural  Law 
but  Accords  to  a  Defendant  in  California  Certain 
Substantive  Rights  in  Actions  of  Such  Character. 

Act  4317,  Section  1,  provides: 

"§1.  Undertaking.  In  an  action  for  libel  or 
slander  the  clerk  shall,  before  issuing  the  summons 
therein,  require  a  written  undertaking  on  the  part  of 
the  plaintiff  in  the  sum  of  five  hundred  (500)  dollars, 
with  at  least  two  competent  and  sufficient  sureties, 
specifying  their  occupations  and  residences,  to  the 
effect  that  if  the  action  be  dismissed  or  the  defendant 
recover  judgment,  that  they  will  pay  such  costs  and 
charges  as  may  be  awarded  against  the  plaintiff 
by  judgment  or  in  the  progress  of  the  action,  or  on 
an  appeal,  not  exceeding  the  sum  specified  in  the 
undertaking.  An  action  brought  without  filing  the 
undertaking  required  shall  be  dismissed." 

The  Act  clearly  establishes  substantive  law  which  ac- 
cords to  a  defendant  in  a  libel  or  slander  action  filed  in 
California  certain  rights  which  assure  the  defendant  that 
there  will  be  funds  available,  in  the  event  the  defendant 
finally  prevails  in  the  litigation,  with  which  to  at  least 
partially  defray  his  costs  and  attorney's  fees.  That  is 
to  say:  He  may  not  be  summoned  into  court  until  the 
bond  required   by   the   California  law  is  first   deposited 


zvith  the  clerk  of  the  court.  However,  in  this  Honorable 
Court's  decision,  the  Court  states  as  follows: 

"This  being  an  action  for  libel  and  no  undertak- 
ing for  the  payment  of  costs  having  been  filed  with 
the  complaint,  the  clerk  appears  to  have  assumed 
that  compliance  with  Rule  4(a)  was  precluded  by  §1 
of  Act  4317  of  Deering's  General  Laws  of  Califor- 
nia. The  assumption  was  incorrect.  Section  1  re- 
lates to  State  court  actions,  not  to  Federal  court 
actions."     (Emphasis  supplied.) 

We  respectfully  submit  that  Section  I  of  Act  4317, 
supra,  is  a  law  according  substantive  rights  to  all  defen- 
dants in  libel  or  slander  actions  in  the  State  of  California 
regardless  of  the  forum  in  which  the  action  may  be 
commenced. 

As  was  stated  in  Appellant's  Opening  Brief  (p.  3)  : 

"The  federal  court  has  jurisdiction  only  because 
of  diversity  of  citizenship,  as  the  action  is  for  libel 
under  the  law  of  California  and  that  law  governs 
as  to  the  rights  of  the  parties.  One  of  the  rights 
accorded  the  defendant  in  a  libel  action  is  that  a 
bond  shall  be  furnished  by  plaintiff  before  summons 
can  be  issued  by  the  clerk  (Act  4317  General  Laws 
of  California,  p.  1532).  Section  1  of  that  act  is 
as  follows:     .     .     ."     (Emphasis  supplied.) 

Thus,  appellant  himself  concedes  that  the  statute  confers 
substantive  rights  upon  a  defendant  and  that  a  defendant 
is  entitled  to  enjoy  those  rights  in  the  United  States 
District  Court  as  well  as  in  the  state  courts. 

The  distinctions  between  substantive  and  procedural 
laws  are  well  established,  both  in  text  books  and  by  Fed- 
eral and  State  court  decisions. 


— 5— 

See  Black's  Law  Dictionary,  Third  Edition,  which  gives 
the  following  definition: 

"Substantive  Law:  That  part  of  the  law  which 
the  courts  are  established  to  administer  as  opposed 
to  the  rules  according  to  which  the  substantive  law 
itself  is  administered.  That  part  of  the  law  which 
creates,  defines  and  regulates  rights,  as  opposed  to 
adjective  or  remedial  law,  which  prescribes  the  method 
of  enforcing  rights  or  obtaining  redress  for  their 
invasion." 

See  Cohen  Executrix  v.  Beneficial  Industrial  Loan 
Corp.,  337  U.  S.  541;  69  Supreme  Court  1221,  93  L.  Ed. 
1528  (1948),  wherein  the  distinctions  between  procedural 
and  substantive  law  are  pointed  out  and  discussed  and 
wherein  a  state  statute  (New  Jersey)  analogous  to  Act 
4317  of  Deering's  General  Laws  of  the  State  of  Cali- 
fornia was  held  to  be  a  statute  conferring  substantive 
rights  as  distinguished  from  mere  procedure. 

See  also  Shell  Oil  Co.  v.  Superior  Court,  2  Cal.  App. 
2d  348  (1934)  where  the  Court  stated  at  page  355: 

"The  statute*  requiring  the  filing  of  a  bond  for 
costs  in  a  libel  suit  is  to  protect  those  who  in  good 
faith  are  exercising  their  Constitutional  guaranty 
of  free  speech  and  freedom  of  the  press  against  the 
too  common  practice  of  instituting  libel  and  slander 
suits  inspired  by  mere  spite  and  ill  will  and  without 
good  faith." 

Thus,  we  respectfully  submit,  it  is  abundantly  clear 
that  Act  4317  is  a  substantive  law  and  creates  substan- 
tive rights. 


"Act  4317  of  Deering's  General  Laws  of  the  State  of  California. 


ARGUMENT   ON    GROUND   II. 

That  Under  the  Decisions  of  the  United  States  Su- 
preme Court  the  Federal  Court  Must  Recognize 
and  Give  Full  Effect  to  the  Substantive  Laws 
of  the  Several  States,  and  in  the  Instant  Case  the 
Federal  Court,  Therefore,  Is  Required  Fully  to 
Recognize  the  Provisions  of  Act  4317  of  Deer- 
ing's  General  Laws  of  the  State  of  California. 

The  Rules  of  Decision  Act  (28  U.  S.  C.  A.,  Sec.  1652) 
provides  as  follows : 

"The  laws  of  the  several  states,  except  where 
the  Constitution  or  treaties  of  the  United  States  or 
Acts  of  Congress  otherwise  require  or  provide,  shall 
be  regarded  as  rules  of  decision  in  civil  actions  in 
the  courts  of  the  United  States  in  cases  where  they 
apply." 

Thus,  Act  4317,  Deering's  General  Laws  of  the  State 
of  California,  being  a  substantive  statute,  must  be  fol- 
lowed in  the  Federal  courts.  Analogous  statutes  in  other 
jurisdictions  have  been  held  by  the  United  States  Su- 
preme Court  to  be  applicable  and  binding  upon  the  Fed- 
eral courts. 

See  Cohen  Executrix  v.  Beneficial  Industrial  Loan 
Corp.,  supra,  wherein  a  State  statute  accorded  corpora- 
tions the  right  to  require  from  a  plaintiff  security  for 
reasonable  expenses  in  any  derivative  action  by  a  stock- 
holder against  the  corporation,  and  wherein  the  Court 
stated  at  337  U.  S.  at  pages  555  and  556: 

"Even  if  we  were  to  agree  that  the  New  Jersey 
statute  is  procedural,  it  would  not  determine  that  it 
is  not  applicable.  Rules  which  lawyers  call  pro- 
cedural do  not  always  exhaust  their  effect  by  regu- 
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lating  procedure.  But  this  statute  is  not  merely  a 
regulation  of  procedure.  With  it  or  without  it  the 
main  action  takes  the  same  course.  However,  it 
creates  a  new  liability  where  none  existed  before, 
for  it  makes  a  stockholder  who  institutes  a  deriva- 
tive action  liable  for  the  expense  to  which  he  puts 
the  corporation  and  other  defendants,  if  he  does  not 
make  good  his  claims.  Such  liability  is  not  usual 
and  it  goes  beyond  payment  of  what  we  know  as 
'costs.'  If  all  the  Act  did  was  to  create  this  liability, 
it  would  clearly  be  substantive.  But  this  new  lia- 
bility would  be  without  meaning  and  value  in  many 
cases  if  it  resulted  in  nothing  but  a  judgment  for 
expenses  at  or  after  the  end  of  the  case.  There- 
fore, a  procedure  is  prescribed  by  which  the  liability 
is  insured  by  entitling  the  corporate  defendant  to  a 
bond  of  indemnity  before  the  outlay  is  incurred.  We 
do  not  think  a  statute  which  so  conditions  the  stock- 
holder's action  can  be  disregarded  by  the  federal 
court  as  a  mere  procedural  device."  (Emphasis  sup- 
plied. ) 

The  analogy  here  is  clear.  Act  4317  creates  a  new 
liability  where  one  did  not  previously  exist.  It  pre- 
scribes a  procedure  by  which  the  liability  is  insured  prior 
to  the  time  a  defendant  is  required  to  expend  money  and 
entitles  the  defendant  to  a  bond  of  indemnity  prior  to 
the  time  that  he  may  be  summoned  into  a  court.  These 
are  substantive  rights  and  are  rights,  we  respectfully 
submit,  which  a  defendant  has  in  California  whether  he 
be  before  a  State  court  or  the  United  States  District 
Court. 
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ARGUMENT  ON   GROUND   III. 

That  the  "Outcome  of  Litigation  Rule"  Laid  Down 
by  the  United  States  Supreme  Court  Must  Be 
Applied  in  the  Case  at  Bar  Wherein  the  Parties 
Are  Before  the  Federal  Court  Solely  by  Reason 
of   Diversity   of   Citizenship. 

The  case  at  bar  is  in  the  Federal  courts  solely  by  rea- 
son of  diversity  of  citizenship.  With  reference  to  such 
class  of  cases  the  United  States  Supreme  Court  in  the 
case  of  Guarantee  Trust  Co.  v.  York,  326  U.  S.  99;  65 
Supreme  Court  1464;  89  L.  Ed.  2079  (1944),  stated  as 
follows  at  326  U.  S.  at  pages  108  and  109: 

".  .  .  But  since  a  federal  court  adjudicating  a 
State-created  right  solely  because  of  the  diversity 
of  citizenship  of  the  parties  is  for  that  purpose,  in 
effect,  only  another  court  of  the  State,  it  cannot  af- 
ford recovery  if  the  right  to  recover  is  made  un- 
available by  the  State  nor  can  it  substantially  affect 
the  enforcement  of  the  right  as  given  by  the  State. 
".  .  .  The  nub  of  the  policy  that  underlies  Erie 
R.  Co.  v.  Tompkins  is  that  for  the  same  transaction 
the  accident  of  a  suit  by  a  non-resident  litigant  in 
a  federal  court  instead  of  in  a  State  court  a  block 
away  should  not  lead  to  a  substantially  different 
result." 

Thus,  applying  the  "Outcome  of  Litigation  Rule"  to 
the  instant  case,  in  light  of  this  Honorable  Court's  de- 
cision, we  are  confronted  with  the  following  situation: 

In  the  State  court  the  plaintiff  would  be  required  to 
deposit  a  bond  prior  to  issuance  of  summons  and  prior 
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to  having  the  right  to  summon  a  defendant  into  court 
in  a  libel  or  slander  action;  but  the  same  plaintiff,  in  the 
light  of  such  decision*,  could  now,  figuratively  speaking, 
walk  across  the  street  and  file  his  action  with  the  clerk 
of  the  United  States  District  Court  and  have  summons 
issued  and  summon  the  defendant  into  court  without  the 
filing  of  any  bond  whatsoever. 

The  defendant  would  be  required  to  appear  and  pos- 
sibly at  some  stage  of  the  proceedings  the  action  would 
be  dismissed  or  the  defendant  might  prevail.  In  a  State 
court  the  defendant  could  then  look  to  plaintiff's  bond. 
In  the  Federal  court  there  would  be  no  bond  on  file.  This 
would  result  in  the  very  evil  pointed  out  in  the  Cohen 
Executrix  v.  Beneficial  Industrial  Loan  Corp.,  supra. 
Thus,  this  Court  in  determining  that  Section  1  (of  Act 
4317)  relates  to  State  court  actions,  not  to  Federal  court 
actions  has  created  a  conflict  in  the  basic  law  of  the  land 
as  laid  down  by  the  famous  case  of  Erie  R.  Co.  v.  Tomp- 
kins, 304  U.  S.  64,  58  Supreme  Court  817,  82  L.  Ed. 
1188  (1937),  and  its  progeny  which  have  followed  the 
Erie  R.  Co.  case  faithfully  since  that  far-reaching  deci- 
sion was  first  announced.  The  progeny,  of  course,  in- 
cludes the  Cohen  Executrix  v.  Beneficial  Industrial  Loan 
Corp.  (supra)  case. 


♦See  page  2  of  decision:  "Section  1  relates  to  State  court 
actions,  not  to  Federal  court  actions.  In  the  Federal  courts  com- 
pliance with  Rule  4(a)  is  required  in  all  civil  actions,  including 
actions  for  libel." 
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ARGUMENT  ON   GROUND   IV. 

That  the  Failure  of  the  Clerk  to  Issue  Summons  Forth- 
with, as  Required  by  Rule  4(a)  of  the  Federal 
Rules  of  Civil  Procedure,  Was  Occasioned  Solely 
by  the  Failure  of  the  Appellant  to  File  With  the 
Clerk  at  the  Time  Appellant  Filed  His  Complaint, 
a  Bond  as  Required  by  the  Substantive  Law  of 
the   State   of   California. 

We  respectfully  submit  that  when  appellant  chose  the 
United  States  District  Court  as  the  forum  in  which  to 
maintain  his  libel  action,  he  was  not  only  bound  by  the 
Rules  of  such  court,  but  a  duty  developed  upon  him  to 
furnish  the  clerk  of  the  court  with  the  bond  required 
by  Act  4317,  supra,  at  the  time  he  presented  his  com- 
plaint for  filing  to  the  end  that  the  clerk  would  be  en- 
abled to  comply  with  Rule  4(a)  of  the  Federal  Rules  of 
Civil  Procedure  and  issue  the  summons  "forthwith."  We 
further  respectfully  submit  that  it  was  appellant's  failure 
to  furnish  the  bond  that  prevented  the  clerk  from  com- 
plying with  Rule  4(a),  and  that  the  fault  is  clearly  at- 
tributable solely  to  appellant. 

While  it  is  probably  true  that  the  United  States  Dis- 
trict Court  at  all  times  had  jurisdiction  over  the  parties, 
it  will  be  noted  that  the  trial  court's  Order  of  Dismissal 
was  based  on  two  grounds.  The  first  (and  thus  presum- 
ably the  more  important)  was  the  fact  that  appellant 
failed  to  comply  with  Rule  4(a)  and  the  action  was, 
therefore,  ordered  dismissed  under  the  provisions  of  Rule 
41(b)  of  the  Federal  Rules  of  Civil  Procedure. 
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A  failure  of  the  trial  court  to  dismiss  the  action 
upon  appropriate  motion  in  these  circumstances  would 
be  tantamount,  it  is  respectfully  submitted,  to  holding 
that  Rule  4(a)  was  a  nullity.  The  refusal  of  the  clerk 
to  issue  the  summons  "forthwith"  was  attributable,  as 
heretofore  pointed  out,  solely  to  the  failure  of  appellant 
to  comply  with  the  substantive  laws  of  the  State  of  Cali- 
fornia, to  wit,  Act  4317  of  Deering's  General  Laws. 

Summary. 

We  respectfully  submit: 

1.  That  Act  4317  of  Deering's  General  Laws  of  the 
State  of  California  is  a  substantive  law  binding  upon  the 
Federal  court  and  which  it  is  required  to  recognize;  and 

2.  That  the  failure  to  issue  the  summons  in  accord- 
ance with  Rule  4(a)  was  occasioned  solely  by  the  fault 
of  the  appellant  in  not  furnishing  a  bond  at  the  time 
of  the  filing  of  his  complaint  which  would  have  thus 
enabled  the  clerk  to  issue  the  summons  in  accordance 
with  Rule  4(a) ;  and 

3.  That  the  holding  by  this  Honorable  Court  that 
"Section  1  (of  Act  4317)  relates  to  State  court  actions, 
not  to  Federal  court  actions"  is  not  in  accordance  with 
United  States  Supreme  Court  decisions  as  applied  to  an- 
alogous statutes  and  does  not  follow  the  "Outcome  of 
Litigation  Rule."  Further,  such  decision,  if  allowed  to 
stand,  would  clearly  deprive  a  defendant  in  the  Federal 
court  of  certain  substantive  rights  to  which  he  is  en- 
titled in  the  State  court. 
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For  the  reasons  hereinabove  stated,  it  is  respectfully 
submitted  that  the  within  Petition  for  Rehearing  should 
be  granted. 

Respectfully  submitted, 

BlNFORD  &  BlNFORD, 
L.  B.  BlNFORD, 

Howard  M.  Binford, 

Attorneys  for  lAppcUaMfr. 


Certificate  of  Counsel  Under  Rule  25 
United  States  Court  of  Appeals. 

I  hereby  certify  that  in  my  opinion  the  grounds  as 
stated  in  the  foregoing  Petition  for  Rehearing  are  well 
founded  and  said  Petition  is  not  interposed  for  the  pur- 
pose of  delay. 

Howard  M.  Binford. 
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The  Tax  Court  of  the  United  States 
Docket  No.  8993 

BANK  OF  AMERICA  NATIONAL  TRUST 
AND  SAVINGS  ASSOCIATION,  a  National 
Banking  Association, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DOCKET  ENTRIES 
1945 

Aug.  21 — Petition  received  and  filed.  Taxpayer 
notified.   Fee  paid. 

Aug.  21 — Copy  of  petition  served  on  General 
Counsel. 

Oct.     9 — Answer  filed  by  General  Counsel. 

Oct.  9 — Request  for  hearing  in  San  Francisco  filed 
by  General  Counsel. 

Oct.  11 — Notice  issued  placing  proceeding  on  San 
Francisco  calendar.  Service  of  answer 
and  request  made. 

1946 

May  27 — Motion  for  leave  to  file  amended  petition 
and  amended  petition  lodged,  filed  by 
taxpayer.  5/28/46  Granted. 


4  Bank  of  Am.  Nat.  Trust  &  Sav.  Assn. 

1946 

May  29 — Copy  of  motion  and  amended  petition 
served  on  General  Counsel. 

June  19 — Answer  to  amended  petition  filed  by  Gen- 
eral Counsel.  Served  6/20/46. 

1949 

Sept.  20 — Motion  to  place  on  San  Francisco,  Calif., 
calendar  Nov.  7,  1949,  filed  by  taxpayer. 
9/21/49  Granted. 

Sept.  22— Hearing  set  Nov.  7,  1949,  at  San  Fran- 
cisco, California. 

Nov.  7 — Hearing  had  before  Judge  Harron  on 
merits.  Respondent's  motion  for  leave  to 
file  amendment  to  answer — granted.  Peti- 
tioner allowed  usual  time  to  answer  if 
desired.  Respondent's  motion  to  file 
amendment  to  answer — granted  and 
amendment  to  answer  filed.  Copies  served. 
Stipulation  of  facts  filed  at  hearing. 
Briefs  due  Dec.  28,  1949.  Replies  due  Jan. 
26,  1950. 

Dec.     7 — Transcript  of  hearing  11/7/49  filed. 

Dec.  28 — Brief  filed  by  taxpayer.  Copy  served, 
12/29/49. 

Dec.  28 — Brief  filed  by  General  Counsel.  Copy 
served. 
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1950 

Jan.  6— Reply  brief  filed  by  taxpayer.  1/17/50. 
Copy  served. 

Jan.  25 — Reply  brief  filed  by  General  Counsel. 
Copy  served. 

Oct.  20 — Findings  of  fact  and  opinion  rendered, 
Judge  Harron.  Decision  will  be  entered 
under  rule  50.    Copy  served. 

Nov.  22 — Respondent 's  computation  filed. 

Nov.  27 — Hearing  set  December  20,  1950,  on  Re- 
spondent's computation. 

Dec.  20 — Hearing  had  before  Judge  Kern  on  set- 
tlement. Referred  to  Judge  Harron. 

Dec.  22 — Decision  entered.  Judge  Harron.  Div.  13. 

1951 

Feb.  9 — Petition  for  review  by  U.  S.  Court  of  Ap- 
peals, Ninth  Circuit,  with  assignments  of 
error  filed  by  taxpayer. 

Feb.  26 — Notice  of  filing  petition  for  review  with 
affidavit  of  service  of  petition  for  review 
attached  thereon,  filed. 

Feb.  26 — Statement  of  points  with  affidavit  of  serv- 
ice attached  thereon,  filed  by  taxpayer. 

Feb.  26 — Designation  of  contents  of  record  filed  by 
taxpayer  with  affidavit  of  service  attached 
thereon. 
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[Title  of  Tax  Court  and  Cause.] 

MOTION  FOR  LEAVE  TO  FILE  AMENDED 
PETITION 

Comes  now  the  taxpayer,  Bank  of  America  Na- 
tional Trust  and  Savings  Association  by  its  coun- 
sel, George  H.  Koster,  and  moves  this  honorable 
court  to  grant  the  said  taxpayer  leave  to  file  the 
amended  petition  attached  hereto. 

This  motion  is  based  upon  the  following  grounds: 

1.  Since  the  original  petition  was  filed  herein, 
additional  franchise  taxes  based  upon  the  peti- 
tioner's income  for  the  year  1942  have  been  assessed 
and  collected  from  petitioner.  In  the  original  peti- 
tion, petitioner  alleged  that  it  was  informed  and 
believed  that  additional  franchise  taxes  for  said 
year  would  be  assessed  and  assigned  as  error,  the 
failure  to  allow  deduction  for  said  additional  fran- 
chise taxes.  The  amended  petition  sets  forth  the 
exact  amount  of  the  additional  franchise  taxes 
which  exact  amount  exceeds  the  amount  alleged  in 
the  original  petition.  As  the  petitioner  keeps  its 
books  and  records  on  an  accrual  basis,  it  is  believed 
that  said  additional  franchise  taxes  are  a  proper  de- 
duction of  the  year  for  which  the  assessment  is  made 
rather  than  the  year  in  which  the  tax  is  paid. 

2.  Since  the  original  petition  herein  was  filed, 
it  has  been  determined  that  petitioner  understated 
the  deduction  to  which  it  was  entitled  for  deprecia- 
tion of  certain  bank  buildings.    The  amended  peti- 
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tion  sets  forth  the  facts  with  regard  to  said  depre- 
ciation and  assigns  as  error  the  failure  to  allow  said 
additional  depreciation. 

Respectfully  submitted, 

7b/  GEORGE  H.  KOSTER, 

Counsel  for  Petitioner. 

Received  and  Filed  T.C.U.S.  May  27,  1946. 
Granted  May  28,  1946.  Bolan  B.  Turner,  Judge. 
Served  May  29,  1946. 


The  Tax  Court  of  the  United  States 
Docket  No.  8993 

BANK  OF  AMERICA  NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION,  a  National  Bank- 
ing Association, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

AMENDED  PETITION 
The  above-named  petitioner  hereby  petitions  for 
a  redetermination  of  the  deficiency  set  forth  by  the 
Commissioner  of  Internal  Revenue  in  his  notice  of 
deficiency,  IRA:90-D  HVH,  dated  June  5,  1945, 
and  as  a  basis  of  its  proceeding  alleges  as  follows: 

1.     The  petitioner  is  a  national  banking  associa- 
tion with  principal  office  at  300  Montgomery  Street, 
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San  Francisco,  California.  The  return  for  the 
period  here  involved  was  filed  with  the  collector  for 
the  First  District  of  California,  San  Francisco, 
California. 

2.  The  notice  of  deficiency  (a  copy  of  which 
is  attached  to  the  original  petition  herein  as  Exhibit 
A*  is  hereby  referred  to  and  by  this  reference, 
made  a  part  hereof)  was  mailed  to  petitioner  on 
June  5,  1945. 

3.  The  taxes  in  controversy  are  income  taxes 
for  the  calendar  year  1943  in  the  amount  of  $1,075,- 
697.43,  consisting  of  a  proposed  deficiency  of  $915,- 
040.93  and  a  claimed  overpayment  of  $160,656.50, 
and  declared  value-excess  profits  taxes  for  the  calen- 
dar year  1943  in  the  amount  of  $163,465.77,  con- 
sisting of  a  proposed  deficiency  of  $161,650.70  and 
a  claimed  overpayment  of  $1,815.07. 

4.  The  determination  of  tax  set  forth  in  the  said 
notice  of  deficiency  is  based  upon  the  following 
errors : 

(a)  The  Commissioner  erred  in  disallowing  a 
loss  in  the  amount  of  $464,811.68  sustained  by  the 
petitioner  during  the  year  1943  upon  the  sale  of 
certain  bank  premises. 

(b)  The  Commissioner  erred  in  disallowing  as 
a  deduction  for  1943  California  franchise  taxes  in 
the  amount  of  $1,801,764.30  based  upon  the  net  in- 
come of  the  petitioner  for  the  calendar  year  1943. 

(c)  The  Commissioner  erred  in  failing  to  allow 
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an  additional  deduction  in  the  amount  of  $50,000 
for  additional  California  franchise  taxes  based  upon 
net  income  of  petitioner  for  the  calendar  year  1943. 

(d)  Commissioner  erred  in  failing  to  allow  an 
additional  deduction  in  the  amount  of  $204,790.58 
for  additional  franchise  taxes  based  upon  the  net 
income  of  petitioner  for  the  calendar  year  1942. 

(e)  The  Commissioner  erred  in  reducing  the 
allowance  for  depreciation  of  fixtures  owned  by 
petitioner  and  used  in  its  business  by  the  amount  of 
$189,394.10. 

(f)  The  Commissioner  erred  in  reducing  the 
allowance  for  depreciation  of  furniture  owned  by 
petitioner  and  used  in  its  business  by  the  amount  of 
$91,948.68. 

(g)  The  Commissioner  erred  in  failing  to  in- 
crease the  deduction  for  depreciation  of  banking 
premises  by  the  amount  of  $55,810.78. 

(h)  The  Commissioner  erred  in  determining  a 
deficiency  in  income  taxes  and  declared  value-excess 
profits  taxes  against  the  petitioner  for  the  year 
1943  in  any  amount. 

(i)  The  Commissioner  erred  in  failing  to  de- 
termine that  petitioner  overpaid  its  income  tax 
for  the  year  1943  by  the  amount  of  $160,656.50  and 
over-paid  its  declared  value-excess  profits  tax  for 
the  year  1943  by  the  amount  of  $1,815.07. 

5.  The  facts  upon  which  the  petitioner  relies 
as  the  basis  of  this  proceeding  are  as  follows: 

(a)  Petitioner  is  a  national  banking  association 
with  its  principal  place  of  business  in  the  City  and 
County  of  San  Francisco,  California. 
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(b)  Petitioner  duly  filed  its  income  and  de- 
clared value-excess  profits  tax  return  for  the  calen- 
dar year  1943  on  March  14,  1944,  with  the  Collector 
of  Internal  Revenue  for  the  First  District  of  Cali- 
fornia at  San  Francisco,  California.  Said  return 
disclosed  a  liability  for  income  taxes  in  the  amount 
of  $5,126,122.84  and  a  liability  for  declared  value- 
excess  profits  taxes  in  the  amount  of  $1,815.07.  Said 
taxes  were  duly  paid  to  the  Collector  of  Internal 
Revenue  for  the  First  District  of  California  at  San 
Francisco,  California,  as  follows: 

$1,281,984.48  on  March  14,  1944; 

$1,281,984.48  on  June  12,  1944; 

$1,281,984.48  on  September  11,  1944; 

$1,281,984.47  on  December  13,  1944. 

(c)  Petitioner  keeps  its  books  and  records  and 
makes  its  income  tax  returns  on  the  accrual  basis. 

(d)  During  the  year  1943  petitioner  sold  several 
parcels  of  real  property  used  by  it  as  banking 
premises  to  Capital  Company,  a  California  cor- 
poration, for  a  total  consideration  of  $2,853,459.39. 
The  total  cost  to  the  petitioner  of  all  of  said  prop- 
erties was  $4,232,195.06.  The  total  adjusted  basis 
for  gain  or  loss  on  the  sale  or  exchange  of  said 
properties  of  petitioner  was  $3,315,130.02.  Petitioner 
incurred  and  paid  expenses  in  connection  with  the 
sale  of  said  properties  in  the  total  amount  of  $3,- 
141.05.  Petitioner  sustained  losses  upon  the  sales 
of  said  properties  during  the  year  1943  in  the  total 
amount  of  $464,811.68.    Said   losses   in   said  total 
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amount  of  $464,811.68  were  allowable  deductions 
for  income  tax  purposes.  Respondent  erroneously 
disallowed  the  entire  amount  of  said  loss  in  deter- 
mining petitioner 's  net  income  for  the  year  1943. 

(e)  On  December  31,  1943,  petitioner  became 
liable  to  the  State  of  California  for  franchise  taxes 
in  the  amount  of  $1,801,764.30  based  upon  its  net 
income  for  the  calendar  year  1943.  On  December 
31,  1943,  said  franchise  taxes  accrued  under  the  law 
of  California  and  became  a  lien  upon  the  real  prop- 
erty of  petitioner  which  lien  had  the  same  force  and 
priority  as  a  judgment  lien.  Said  tax  accrued  as  a 
liability  of  petitioner  during  the  year  1943  and  was 
allowable  as  a  deduction  for  the  year  1943  for  in- 
come tax  purposes.  Petitioner  deducted  said  fran- 
chise taxes  in  its  income  and  declared  value  excess 
profits  tax  return  for  the  year  1943.  Respondent 
erroneously  disallowed  the  entire  amount  of  said 
deduction  for  franchise  taxes. 

(f)  Petitioner  is  informed  and  believes  and 
upon  the  basis  of  such  information  and  belief 
alleges  that  additional  franchise  taxes  based  upon 
its  net  income  for  the  year  1943  will  be  assessed 
and  collected  from  petitioner  in  an  amount  not  less 
than  $50,000.  Said  additional  franchise  taxes  will 
constitute  an  accrued  liability  of  petitioner  for  the 
year  1943,  and  are  a  deductible  expense  for  the 
year  1943  for  income  tax  purposes.  In  recomputing 
petitioners  net  income  for  the  year  1943,  respondent 
allowed  no  deduction  for  said  additional  franchise 
taxes. 

(g)  During  the  year  1946,  additional  California 
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Bank  and  Corporation  franchise  taxes  based  upon 
and  measured  by  petitioner's  net  income  for  the 
year  1942,  were  assessed  and  collected  from  peti- 
tioner in  the  amount  of  $270,156.07.  Said  addi- 
tional franchise  taxes  constituted  an  accrued  lia- 
bility of  petitioner  for  the  year  1943  and  were  a 
taxable  expense  of  the  petitioner  for  said  year  1943 
for  income  tax  purposes.  In  recomputing  petition- 
er's net  income  for  the  year  1943,  respondent  al- 
lowed as  a  deduction  only  $65,365.49  of  said  addi- 
tional franchise  taxes  based  upon  petitioner's  net 
income  for  the  year  1942  and  erroneously  failed  and 
refused  to  allow  as  a  deduction  the  remaining  $204,- 
790.58  of  said  additional  franchise  taxes. 

(h)  During  the  year  1943,  petitioner  owned 
furniture  and  fixtures  which  it  used  in  its  business 
and  which  had  been  acquired  at  various  times  at  a 
total  cost  of  $6,577,354.57  for  the  furniture  and 
$9,726,795.64  for  fixtures.  A  reasonable  allowance 
for  the  depreciation  of  said  furniture  and  fixtures 
for  the  year  1943  under  the  provisions  of  Section 
23(1)  of  the  Internal  Revenue  Code  was  not  less 
than  $312,949.41  for  said  furniture  and  $513,721.94 
for  said  fixtures.  Petitioner  deducted  said  amounts 
in  its  income  and  declared  value-excess  profits  tax 
return  for  the  year  1943.  Respondent  reduced  said 
deductions  by  amounts  of  $91,948.68  for  the  furni- 
ture and  $189,394.10  for  the  fixtures  and  allowed 
revised  deductions  for  depreciation  in  the  amount 
of  $221,000.73  for  the  furniture  and  $324,327.84 
for  the  fixtures.  The  adjustments  made  by  respond- 
ent of  the  deductions  taken  by  petitioner  for  depre- 
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ciation  of  its  furniture  and  fixtures  were  erroneous 
and  the  amounts  allowed  by  the  respondent  do  not 
constitute  a  reasonable  allowance  for  depreciation 
within  the  provisions  of  Section  23(1)  of  the  In- 
ternal Revenue  Code. 

(i)  During  the  year  1943,  petitioner  owned  cer- 
tain banking  premises  including  the  buildings  there- 
on which  buildings  had  a  cost  to  petitioner  of  $23,- 
005,523.26.  Under  the  provisions  of  Section  23(1) 
of  the  Internal  Revenue  Code,  petitioner  was  en- 
titled to  a  reasonable  allowance  for  the  depreciation 
of  said  buildings.  A  reasonable  allowance  for  the 
depreciation  of  said  buildings  during  the  year  1943 
was  not  less  than  $328,508.45.  In  its  income  and 
declared  value-excess  profits  tax  return  for  the  year 
1943,  petitioner  inadvertently  understated  the  de- 
duction to  which  it  was  entitled  for  depreciation  of 
said  banking  premises  and  deducted  on  said  return 
the  sum  of  $272,697.67.  Petitioner  inadvertently 
understated  the  deduction  for  depreciation  on  bank- 
ing premises  by  the  amount  of  $55,810.78.  In  re- 
computing petitioner's  net  income  for  the  year 
1943,  respondent  allowed  additional  depreciation 
on  banking  premises  in  the  amount  of  $5,810.78  and 
erroneously  failed  and  refused  to  allow  as  a  deduc- 
tion the  remaining  $50,000  which  petitioner  was 
entitled  to  deduct  as  depreciation  on  banking 
premises. 

(.]')  As  the  result  of  the  failure  and  refusal  of 
the  respondent  to  allow  the  deductions  set  forth 
herein,  respondent  overstated  petitioner's  net  in- 
come for  the  year  1943  by  the  amount  of  $2,852,- 
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709.34  and  erroneously  determined  that  petitioner 
was  liable  for  deficiencies  in  income  taxes  and  de- 
clared value-excess  profits  taxes  for  the  year  1943. 

(k)  In  its  income  and  declared  value-excess 
profits  tax  return  for  the  year  1943,  petitioner  in- 
advertently overstated  its  net  income  by  the  amount 
of  $403,443.41  and  overpaid  its  declared  value-excess 
profits  taxes  by  the  amount  of  $1,815.07  and  over- 
paid its  income  taxes  by  the  amount  of  $160,656.50. 
No  part  of  said  taxes  overpaid  by  petitioner  have 
been  refunded  to  petitioner. 

Wherefore  petitioner  prays  that  this  Court  may 
hear  the  proceeding  and  determine  that  there  is  no 
deficiency  of  income  taxes  or  declared  value-excess 
profits  taxes  due  from  petitioner  for  the  year  1943; 
that  petitioner  overpaid  its  income  taxes  and  de- 
clared value-excess  profits  taxes  for  the  year  1943; 
that  petitioner  is  entitled  to  the  refund  of  the  taxes 
overpaid  by  it  for  the  year  1943;  and  for  such 
other  and  further  relief  as  may  be  proper. 

/s/  GEORGE  H.  KOSTER, 

Counsel  for  Petitioner. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

R.  G.  Smith,  being  duly  sworn,  says  that  he  is 
the  Executive  Vice  President  of  the  Bank  of  Amer- 
ica National  Trust  and  Savings  Association,  the 
petitioner  herein,  and  is  duly  authorized  to  verify 
flic  foregoing  petition;  that  he  has  read  the  fore- 
going petition,  or  had  the  same  read  to  him,  and 
familiar  with  the  statements  contained  therein,  an< 


vs.  Commissioner  of  Internal  Revenue  15 

that  the  statements  contained  therein  are  true,  ex- 
cept those  stated  to  be  upon  information  and  belief, 
and  that  those  he  believes  to  be  true. 

/s/  R.  G.  SMITH. 
Subscribed  and  sworn  to  before  me  this  23rd  day 
of  May,  1946. 

[Seal]        /s/  JOHN  H.  BURNS, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  expires  April  12,  1949. 
Lodged  T.  C.  U.  S.  May  27,  1946. 
Filed  T.  C.  U.  S.  May  28,  1946. 
Served  May  29,  1946. 
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EXHIBIT  A 

To  the  original  petition. 

Treasury  Department 

Internal  Revenue  Service 

San  Francisco  5,  California 

June  5,   1945 

Office  of  Internal  Revenue  Agent  in  Charge 

San  Francisco  Division 

74  New  Montgomery  Street 

IRA:90-D 
HVH 

Bank  of  America  National  Trust  and  Savings 
Association 

300  Montgomery  Street 
San  Francisco,  California 

Gentlemen : 

You  are  advised  that  the  determination  of  your 
income  tax  liability  for  the  taxable  year  ended  De- 
cember 31,  1943,  discloses  a  deficiency  of  $915,040.93 
and  that  the  determination  of  your  declared  value 
excess-profits  tax  liability  for  the  year  mentioned 
discloses  a  deficiency  of  $161,650.70  as  shown  in  the 
statement  attached. 

In  accordance  with  the  provisions  of  existing 
internal  revenue  laws,  notice  is  hereby  given  of  the 
deficiency  mentioned. 

Within  90  days  (not  counting  Sunday  or  a  legal 
holiday  in  the  District  of  Columbia  as  the  90th  day) 
from  the  date  of  the  mailing  of  this  letter,  you  may 
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file  a  petition  with  the  Tax  Court  of  the  United 
States  for  a  redetermination  of  the  deficiency. 

Should  you  not  desire  to  file  a  petition,  you  are 
requested  to  execute  the  enclosed  form  and  forward 
it  to  the  Internal  Revenue  Agent  in  Charge,  74 
New  Montgomery  Street,  San  Francisco  5,  Califor- 
nia, for  the  attention  of  Conference  Section.  The 
signing  and  filing  of  this  form  will  expedite  the 
closing  of  your  return  by  permitting  an  early  as- 
sessment of  the  deficiency,  and  will  prevent  the 
accumulation  of  interest,  since  the  interest  period 
terminates  30  days  after  filing  the  form,  or  on  the 
date  assessment  is  made,  whichever  is  earlier. 

Very  truly  yours, 

JOSEPH  D.  NUNAN,  JR., 

Commissioner. 

By  /s/  F.  M.  HARLESS, 

Internal  Revenue  Agent  in 
Charge. 
Enclosures : 
Statment 
Form  of  waiver. 
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Statement 
San  Francisco 
IRA  :90-D 
HVH 

Bank  of  America  National  Trust  and 

Savings  Association 
300  Montgomery  Street 
San  Francisco,  California 

Tax  Liability  for  the  Taxable  Year  Ended  December  31, 1943 

Liability  Assessed  Deficiency 

Income  Tax $6,041,163.77     $5,126,122.84     $915,040.93 

Declared  Value  excess- 
profits  Tax  163,465.77  1,815.07       161,650.70 

This  determination  of  your  income  tax  liability  and  declared  value 
excess-profits  tax  liability  has  been  made  upon  the  basis  of  information 
on  file  in  this  office. 

In  making  this  determination  of  your  income  tax  liability  and  de- 
clared value  excess-profits  tax  liability,  it  is  noted  that  you  requested 
the  issuance  of  a  deficiency  notice  for  the  year  1943,  without  the  privi- 
lege of  first  filing  a  protest. 

Adjustments  to  Net  Income 
Net  income  for  declared  value  excess-profits  tax  computation  as  dis- 
closed by  return $17,544,414.55 

Unallowable  deductions  and  additional  income : 

(a)  Loss  on  the  sale  of  assets  other  than 

capital  assets  $    449,055.24 

(b)  Social  security  tax 11,558.53 

(c)  California  franchise  tax 1,736,398.81 

(d)  Depreciation  267,299.86 

(e)  Rent    14,438.31 

(f)  Dividends  15.18       2,478,765.93 

Total    $20,023,180.48 

Nontaxable  income  and  additional  deductions: 

(g)  Capital  stock  tax 29,500.00 

Net  income  for  declared  value  excess-profits  tax 

computation  as  adjusted $19,993,680.48 
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Explanation  of  Adjustments 

(a)  Net  loss  claimed  on  the  sale  of  assets  other  than  capital  assets 
is  decreased  $449,055.24  as  follows : 

(1)  Loss  on  the  sale  of  bank  premises  disallowed $464,811.68 

(2)  Loss  on  the  sale  of  Torrence  property  increased     15,756.44 


Net  decrease  in  loss $449,055.24 

(1)  Net  loss  claimed  on  the  sale  of  assets  other  than  capital  as- 
sets includes  losses  of  $464,811.68  on  the  sale  of  certain  banking  prem- 
ises to  the  Capital  Company.  The  Capital  Company  held  legal  title  to 
these  properties  for  a  period  of  one  month  and  received  rent  from  you 
for  such  period  of  ownership.  The  properties  were  then  sold  by  the 
Capital  Company  to  the  Merchants  National  Realty  Corporation,  your 
wholly  owned  subsidiary. 

The  Transamerica  Corporation  controlled  all  of  the  outstanding 
shares  of  the  Capital  Company.  Approximately  22  per  cent  of  your 
stock  was  owned  by  the  Transamerica  Corporation  group. 

Under  date  of  August  1,  1936,  you  entered  into  an  agreement  with 
the  Merchants  National  Realty  Corporation  whereby  you  leased  from 
the  Merchants  National  Realty  Corporation  certain  banking  premises. 
The  rental  was  to  be  an  amount  equal  to  the  total  of  all  expenses  and 
charges  of  the  lessor  allowable  to  said  lessor  as  deductions  from  gross 
income  for  federal  income  tax  purposes,  less  an  amount  equal  to  the 
total  income  of  the  lessor  derived  from  all  other  sources.  The  result  of 
this  agreement  is  that  all  operations  of  the  Merchants  National  Realty 
Corporation  were  merged  with  your  operations,  leaving  no  income  of 
the  Merchants  National  Realty  Corporation  subject  to  income  tax. 

It  is  held  that  no  deductible  loss  resulted  from  the  sale  of  banking 
■remises  to  the  Capital  Companv.  Your  taxable  income  is,  therefore, 
increased  $464,811.68. 

(2)  During  1941  you  acquired  the  Torrence  property  from  the 
Merchants  National  Realty  Corporation,  your  wholly  owned  subsidiary. 
A  loss  of  $47,307.34  on  this  transaction  as  claimed  by  your  subsidiary  in 
its  1941  return  was  disallowed.  During  1943  you  sold  the  commercial 
portion  of  the  property  and  claimed  a  loss  of  approximately  $8,500.00 
on  the  sale.  The  loss  claimed  on  the  portion  sold  during  1943  is  increased 
$15,756.44  due  to  the  adjustment  of  the  cost  basis  to  take  into  considera- 
tion the  disallowance  of  the  loss  claimed  for  1941. 

(b)  Social  security  tax  of  $11,558.53  paid  during  1943  for  the  years 
1940.  1941  and  1942  does  not  constitute  an  allowable  deduction  from 
1943  income  and  is,  therefore,  disallowed. 

(c)  The  deduction  for  California  franchise  tax  is  decreased  $1,736,- 
39S.S1  as  follows: 
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(Increase) 
Claimed  Allowed  Decrease 

(1)  Tax  based  on  1943 

net  income....$l,801,764.30         None         $1,801,764.30 

(2)  Tax  based  on  1942 

net  income....  1,319,388.51  $1,384,754.00        (65,365.49) 


Totals  $3,121,152.81  $1,384,754.00  $1,736,398.81 

(1)  California  franchise  tax  claimed  in  the  amount  of  $1,801,- 
764.30,  representing  franchise  tax  for  the  year  1944,  is  disallowed,  since 
it  is  held  that  this  tax  accrues  as  of  the  first  day  of  the  year  1944  and  not 
on  the  last  day  of  the  year  1943. 

Under  the  provisions  of  the  California  Bank  and  Corporation  Fran- 
chise Act  the  amount  of  the  franchise  tax  is  based  upon  the  income  of 
the  next  preceding  "income  year."  As  the  result  of  amendments  en- 
acted by  the  California  Legislature,  effective  May  7,  1943,  the  date  on 
which  the  franchise  tax  became  a  lien  on  the  property  of  the  corporation 
was  changed  from  the  first  day  of  the  "taxable  year"  to  the  last  day  of 
the ' '  income  year. ' ' 

Notwithstanding  the  aforementioned  amendment  to  the  California 
statute,  it  is  held  that  for  federal  income  tax  purposes,  the  franchise  tax 
accrues  as  of  the  first  day  of  the  "taxable  year"  in  which  the  franchise 
is  exercised,  since  it  is  the  exercise  of  such  franchise  that  fixes  the 
amount  of  the  tax  and  the  corporation's  liability  to  pay  it. 

(2)  An  additional  deduction  of  $65,365.49  for  California  fran- 
chise tax  based  on  1942  net  income  is  allowed  as  follows : 

Additions  to  1942  net  income $1,010,202.82 

Deductions  from  1942  net  income $179,982.67 

Less:  California  franchise  tax  adjustment....  117,105.85 


Net  increase  in  1942  income $    947,326.00 

California  franchise  tax  at  6.90  per  cent  on  $947,326.00 $     65,365.49 

(d)  The  adjustment  of  depreciation  results  in  a  net  decrease  of 
$267,299.86  as  follows : 

Claimed  Allowed        Adjustment 

Fixtures  $    513,721.94    $324,327.84     $189,394.10 

Furniture 312,949.41       221,000.73         91,948.68 

Alterations  leased  premises..      123,001.15       109,987.56         13,013.59 
Expenditures  capitalized 

prior  to  1941  none  17,481.32       (17,481.32) 

1942  building  costs none  1,372.83       (  1,372.83) 

Other  1942  costs none  2,391.58       (2,391.58) 

(1)  Banking  premises  acquired 

from  subsidiary ....      272,697.67       278,508.45       (  5,810.78) 


Totals  $1,228,180.95     $960,881.09     $267,299.86 

(1)  Additional  depreciation  of  $5,810.78  is  allowed  on  banking 
premises  acquired  by  you  from  your  wholly  owned  subsidiary,  Mer- 
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hants  National  Realty  Corporation.  The  increase  results  from  the  ad- 
ustment  of  the  cost  basis  due  to  the  disallowance  of  losses  on  sales  of 
he  premises  as  claimed  by  the  subsidiary  on  its  1941  and  1942  returns, 
(e)  The  deduction  for  rent  paid  to  the  Merchants  National  Realty 
Jorporation  consists  of  the  total  expenses  and  charges  of  such  lessor 
ompany  which  are  allowable  for  income  tax  purposes,  less  an  amount 
qua!  to  the  total  income  of  such  lessor  derived  from  all  sources.  Ex- 
mination  of  the  records  of  the  Merchants  National  Realty  Corporation 
iscloses  the  following  net  decrease  in  expenses  and  allowable  deduc- 
ions  of  that  company : 

(1)  Depreciation  $34,918.34 

Less: 

(2)  Loss  on  the  sale  of  real  estate  increased 20,480.03 

Net  decrease  $14,438.31 

( 1 )  Depreciation  is  decreased  as  follows : 

Decrease  in  depreciation  claimed  on  properties  other 
than  properties  acquired  from  vou  during  1941, 
1942  and  1943 $56,735.77 

Depreciation  on  properties  acquired  from  you  during 
1941,  1942  and  1943.  (Adjustment  due  to  increase 
in  cost  basis  due  to  disallowance  of  losses  on  sales 
to  you)  21,817.43 

Depreciation  decreased $34,918.34 

(2)  Loss  on  the  sale  of  real  estate  is  increased  as  follows : 

(A)  Increase  due  to  depreciation  adjustments  to 

other  than  Hynes  property $10,648.97 

(B)  Increase  in  loss  on  Hynes  property 9,831.06 

Total  increase  $20,480.03 

(A)  Loss  on  the  sale  of  real  estate  is  increased  due  to  the  adjust- 
ment of  the  cost  basis  resulting  from  changes  in  the  depreciation  allow- 
ance made  for  prior  years. 

(B)  Additional  loss  on  Hynes  property  is  computed  as  follows : 
Cost  basis  increased  due  to  previous  disallowance 

of  loss  on  sale  by  you $10,212.98 

Depreciation  allowed $946.22 

Depreciation  considered  in  computation 

of  loss  as  reported 564.30  381.92 


Additional  loss  $  9,831.06 

(f )  Dividend  income  is  increased  $15.18  as  follows : 
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Dividends  received  from  South  San  Francisco  Land  and 

Improvement  Company $673.33 


Taxable  portion— 16.4872  per  cent  of  $673.33 $111.01 

Amount  reported  95.83 


Increase  $  15.18 

(g)  The  deduction  for  capital  stock  tax  is  increased  $29,500.00  as 
follows : 
Tax  at  $1.25  on  declared  value  of  $230,000,000.00  as  of  June  30,  1944, 

which  accrued  July  1, 1943 $287,500.00 

Amount  claimed 258,000.00 


Increase  $  29,500.00 

Computation  of  Declared  Value  Ex  cess- Profits  Tax 

Net  income  for  declared  value  excess-profits  tax 

computation $19,993,680.48 

Less:  10  per  cent  of  $175,000,000.00,  value  of  capital 
stock  as  declared  in  your  capital  stock  tax  return 
for  the  year  ended  June  30, 1943....$17,500,000.00 
Dividends  received  credit 16,926.42 


17,516,926.42 


Balance  subject  to  declared  value  excess-profits  tax $  2,476,754.06 

Amount  taxable  at  6.6  per  cent— $2,476,754.06  and  tax....        163,465.77: 
Declared  value  excess-profits  tax  assessed: 

Original,  Account  No.  410257— First  California  Dist.  1,815.071 


Deficiency  of  declared  value  excess-profits  tax $      161,650.7C; 

Computation  of  Income  Tax 

Net  income  for  declared  value  excess-profits  tax 

computation    $19,993,680.4? 

Add :  Interest  on  obligations  of  certain  instrumentali- 
ties of  the  U.  S.  issued  prior  to  March  1, 

1941    $932,302.99 

Less:  Amortizable  bond  premiums....  336,336.44  595,966.5? 


Total  $20,589,647.0.' 

Less  :  Declared  value  excess-profits  tax 163,465.7'  1 


Net  income $20,426,181.21 

Less :  Interest  on  certain  obligations  of  the  U.  S.  and  its 

instrumentalities  issued  prior  to  March  1,  1941 8,843, 909.01 


Adjusted  net  income $11 ,582.272.2< 
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Less:  Dividends  received  credit $        16,926.42 

Normal-tax  net  income $11,565,345.84 

Normal  Tax  Computation 
Normal-tax  net  income $11,565,345.84 

Tax  at  24  per  cent  on  $11,565,345.84 2,775,683.00 

Total  normal  tax $2,775,683.00 

Surtax  Computation 

Net  income $20,426,181.26 

Less:  Dividends  received  credit 16,926.42 

Surtax  net  income $20,409,254.84 

Tax  at  16  per  cent  on  $20,409,254.84 $  3,265,480.77 

fetal  surtax 3,265,480.77 

Total  normal  tax  and  surtax $6,041,163.77 

rotal  income  tax  assessable $6,041,163.77 

Income  tax  assessed : 

Original,  Account  No.  410257— First  California  Dist...  5,126,122.84 

Deficiency  of  income  tax $    915,040.93 

Filed  T.C.U.S.  August  21,  1945. 


[Title  of  Tax  Court  and  Cause.] 

ANSWER   TO   AMENDED   PETITION 

Comes  now  the  Commissioner  of  Internal  Reve- 
nue, respondent  above  named,  by  his  attorney,  J.  P. 
Wenchel,  Chief  Counsel,  Bureau  of  Internal  Reve- 
nue, and  for  answer  to  the  amended  petition  filed 
by  the  above-named  petitioner,  admits  and  denies  as 
follows : 

1,  2  and  3.  Admits  the  allegations  contained  in 
paragraphs  1,  2  and  3  of  the  amended  petition. 
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4  and  4(a)  to  (i),  inclusive.  Denies  that  the  Com- 
missioner erred  in  the  determination  of  the  defi- 
ciencies as  alleged  in  paragraph  4  of  the  amended 
petition  and  subparagraphs  (a)  to  (i),  inclusive, 
thereunder. 

5(a)  to  (c),  inclusive.  Admits  the  allegations 
contained  in  subparagraphs  (a)  to  (c),  inclusive, 
of  paragraph  5  of  the  amended  petition. 

5(d)  to  (f),  inclusive.  Denies  the  allegations 
contained  in  subparagraphs  (d)  to  (f),  inclusive, 
of  paragraph  5  of  the  amended  petition. 

5(g).  For  lack  of  information,  denies  the  allega- 
tions contained  in  subparagraph  (g)  of  paragraph 
5  of  the  amended  petition. 

5(h).  Admits  that  during  the  year  1943  petitioner 
owned  furniture  and  fixtures  which  it  used  in  its 
business  and  which  had  been  acquired  at  various 
times.  Admits  that  petitioner  deducted  $312,949.41 
for  furniture  and  $513,721.94  for  fixtures  as  depre- 
ciation in  its  income  and  declared  value  excess 
profits  tax  return  for  the  year  1943.  Admits  that 
respondent  reduced  said  deductions  by  amounts  of 
$91,948.68  for  the  furniture  and  $189,394.10  for  the 
fixtures  and  allowed  revised  deductions  for  depre- 
ciation in  the  amount  of  $221,000.73  for  the  furni- 
ture and  $324,327.84  for  the  fixtures;  denies  the 
remaining  allegations  contained  in  subparagraph 
(h)  of  paragraph  5  of  the  amended  petition. 

5(i).  Admits  that  during  the  year  1943  petitioner 
owned  certain  banking  premises  including  the  build- 
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Lags  thereon,  but  denies  the  remaining  allegations 
contained  in  subparagraph  (i)  of  paragraph  5  of 
the  amended  petition. 

5  (j)  and  (k).  Denies  the  allegations  contained  in 
subparagraphs  (j)  and  (k)  of  paragraph  5  of  the 
amended  petition. 

6.  Denies  generally  and  specifically  each  and 
every  allegation  in  the  amended  petition  not  herein- 
before admitted,  qualified. 

Wherefore,  it  is  prayed  that  the  Commissioner's 
determination  be  approved  and  the  petitioner's  ap- 
peal denied. 

/s/  J.  P.  WENCHEL, 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel : 

B.  H.  NEBLETT, 

Division  Counsel; 
T.  M.  MATHER, 

Special  Attorney,  Bureau  of 
Internal  Revenue. 

Received  and  Filed  T.  C.  U.  S.  June  19,  1946. 
Served  June  20,  1946. 
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[Title  of  Tax  Court  and  Cause.] 

MOTION  FOR  LEAVE  TO  FILE  AMENDMENT 
TO  ANSWER  ASKING  FOR  INCREASED 
DEFICIENCIES 

Comes  Now  the  Commissioner  of  Internal  Reve- 
nue, by  his  attorney,  Charles  Oliphant,  Chief  Coun- 
sel, Bureau  of  Internal  Revenue,  and  moves  that 
the  Court  grant  leave  for  respondent  to  file  the  at- 
tached amendment  to  the  answer  asking  for  in- 
creased deficiencies  in  this  proceeding.  In  support 
of  this  motion  respondent  respectfully  represents  as 
follows : 

1.  The  Commissioner,  in  the  deficiency  notice  of 
June  5,  1945,  determined  deficiencies  against  this 
petitioner  for  the  taxable  year  ended  December  31, 
1943,  as  follows : 

Income  Tax  Deficiency 
$915,040.93 

Declared  Value  Excess-Profits 

Tax  Deficienc}^ 

$161,650.70 

2.  The  respondent,  subsequent  to  the  making  of 
the  said  determinations  of  deficiencies,  has  exam- 
ined new  evidence  and  has  made  additional  adjust- 
ments with  respect  to  income  and  deductions  of  the 
petitioner  for  the  same  taxable  year,  as  more  fully 
set  forth  in  the  proposed  amendment  attached 
hereto,  resulting  in  increases  in  deficiencies  as  now 
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determined  by  the  respondent  and  claimed  herein, 
as  follows: 

Income  Tax  DVEP  Tax 

$27,296.45  $4,822.17 

3.  By  reason  of  the  foregoing,  the  true  and  cor- 
rect total  deficiencies  determined  by  the  respondent 
and  claimed  from  the  petitioner  in  this  proceeding 
now  are: 

Income  Tax  Deficiency 
$942,337.38 

Declared  Value  Excess-Profits 
Tax  Deficiency 

$166,472.87 

4.  The  various  adjustments  resulting  in  the 
above-mentioned  increased  deficiencies  have  been 
discussed  with  the  petitioner's  counsel  before  this 
Court,  and  it  is  understood  that  there  is  no  real  con- 
troversy as  to  these  adjustments,  and  that  the  peti- 
tioner does  not  oppose  the  filing  or  granting  of  this 
motion. 

Wherefore,  it  is  prayed  that  this  motion  be 
granted. 

CHARLES  OLIPHANT,      ECC 

Chief  Counsel,  Bureau  of 
Internal  Revenue. 
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Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel. 

T.  M.  MATHER, 
E.  C.  CROUTER, 

Special  Attorneys,  Bureau  of 
Internal  Revenue. 
No  objection : 

/s/  GEORGE  H.  KOSTER, 

Counsel  for  Petitioner. 

Filed  T.  C.  U.  S.  November  7,  1949. 

Granted  November  7,  1949.   Marion  J.   Harron, 
Judge. 

Served  November  7,  1949. 


[Title  of  Tax  Court  and  Cause.] 

AMENDMENT  TO  ANSWER  ASKING 
FOR  INCREASED  DEFICIENCY 

The  Commissioner  of  Internal  Revenue,  by  his 
attorney,  Charles  Oliphant,  Chief  Counsel,  Bureau 
of  Internal  Revenue,  as  an  amendment  to  his  answer 
on  file  in  this  proceeding,  alleges  as  follows : 

1.  That  the  Commissioner  of  Internal  Revenue 
in  his  determination  of  deficiencies  reflected  by  defi- 
ciency notice  of  June  5,  1945,  which  forms  the  basis 
of  this  proceeding,  determined  deficiencies  as  fol- 
lows: 
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Income  Tax  Deficiency 
$915,040.93 

Declared  Value  Excess-Profits 

Tax  Deficiency 

$161,650.70 

2.  That  the  Commissioner,  since  the  making  of 
the  above-mentioned  deficiency  determinations,  has 
made  further  examinations  and  determinations  with 
respect  to  the  petitioner's  income  tax  and  declared 
value  excess-profits  tax  liabilities  for  the  taxable 
year  1943,  and  has  considered  additional  evidence 
relating  to  such  liabilities. 

3.  That  the  Commissioner  has  now  determined 
that  the  petitioner,  for  the  said  taxable  year  ended 
December  31,  1943,  had  additional  net  income  in  the 
amount  of  $73,063.27,  based  upon  the  following  ad- 
justments : 
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Net  income  for  d.v.e.p.  tax  computation  as  disclosed  by  report 

dated  5/18/45 $19,993,680.48 

As  corrected - 20,066,743.75 

Net  adjustment  as  computed  below 73,063.27 

Unallowable  deductions  and  additional  income : 

(a)  Rent — Merchants  National 

Realtv  Corp $17,180.01 

(b)  San  Clemente  Trust 19,993.02 

(c)  Real  Estate  taxes 11,247.09 

(d)  Reimbursement  on  leasehold 
improvements  1,412.80 

(e)  Interest    226.02 

(f )  Gain  on  sale  of  other  real  estate 34,219.48 

(g)  California  franchise  tax 65,365.49 

Total 149,643.91 

Nontaxable  income  and  additional  deductions : 

(h )  Taxes $19,358.05 

(i)    Insurance    9,477.21 

(j)    Depreciation  47,745.38 

Total 76,580.64 

Net  adjustment  $       73,063.27 

4.  That  by  reason  of  the  foregoing  the  petition- 
er's true  and  correct  tax  deficiencies  for  the  said 
taxable  year,  based  upon  all  of  the  grounds  of  deter- 
mination reflected  in  the  original  deficiency  notice 
and  the  redetermination  stated  above,  now  are  as 
follows : 

Declared  Value  Excess- 
Income  Tax  Deficiencv  Profits  Tax  Deficiencv 
$942,337.38  $166,472.87 

5.  The  respondent  therefore  respectfully  re- 
quests that  this  Court  redetermine  the  petitioner's 
income  and  declared  value  excess-profits  tax  defi- 
ciencies to  be  in  the  amounts  stated  in  paragraph  4 
supra,  claim  for  which  increased  deficiencies  is 
hereby  made  in  this  proceeding. 
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Wherefore,  the  respondent  prays  that  this  Court 
redetermine  the  deficiencies  herein  to  be 

Declared  Value  Excess- 
Income  Tax  Deficiency    Profits  Tax  Deficiency 

Original  $915,040.93  $161,650.70 

Increased  27,296.45  4,822.17 

Total $942,337.38  $166,472.87 

claim  for  which  is  hereby  made  pursuant  to  the  pro- 
visions of  Section  272(e)  of  the  Internal  Revenue 
Code. 

/s/  CHARLES  OLIPHANT,       BCC 
Chief  Counsel,  Bureau  of 
Internal  Revenue. 
Of  Counsel: 

B.  H.  NEBLETT, 
Division  Counsel. 

T.  M.  MATHER, 
E.  C.  CROUTER, 

Special  Attorneys,  Bureau  of 
Internal  Revenue. 

Filed  T.  C.  U.  S.  November  7,  1949. 
Served  November  7,  1949. 


[Title  of  Tax  Court  and  Cause.] 

STIPULATION  OF  FACTS 

It  is  hereby  stipulated  and  agreed  by  and  between 
the  parties  hereto  through  their  respective  counsel 
that  in  addition  to  the  facts  admitted  by  the  plead- 
ings, the  following  facts  shall  be  taken  as  true,  pro- 
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vided,  however,  that  this  stipulation  shall  be  with- 
out prejudice  to  the  rights  of  either  party  to  intro- 
duce other  and  further  evidence  not  inconsistent 
with  the  facts  herein  stipulated  to  be  taken  as  true. 

1.  In  a  report  of  examination  of  the  Bank  of 
America  National  Trust  and  Savings  Association, 
the  petitioner  (hereinafter  referred  to  as  the  Bank) , 
in  1939  by  the  bank  examiners  of  the  office  of  the 
United  States  Comptroller  of  the  Currency,  the  ex- 
aminers criticized  the  Bank  for  several  things  and 
made  the  contention  that  the  Bank  was  carrying  its 
banking  premises  on  its  books  at  figures  in  excess  of 
value  and  recommended  that  the  Bank  be  required 
to  charge  off  a  substantial  portion  of  its  banking 
premises  account. 

2.  After  a  number  of  conferences  and  exchanges 
of  correspondence  between  the  Bank  and  the  office 
of  the  Comptroller  of  the  Currency,  an  agreement 
was  reached  on  March  6,  1940,  upon  a  method  of 
procedure  for  settling  differences  and  disputes.  The 
question  concerning  the  valuation  of  banking  prem- 
ises was  covered  in  paragraph  5  of  this  agreement 
which  was  known  as  ''Requirements  of  the  Comp- 
troller of  the  Currency,"  reading  as  follows: 

"The  Bank  shall,  as  soon  as  possible,  furnish  to 
a  committee  composed  of  the  Vice  President  in 
Charge  of  Examinations  of  the  Federal  Reserve 
Bank  of  San  Francisco,  or  some  officer  of  the  Bank 
designated  by  him,  the  Supervising  Examiner  of  the 
Federal  Deposit  Insurance  Corporation  for  the 
Twelfth  District,  and  the  Chief  National  Bank  Ex- 
aminer for  the  Twelfth  Federal  Reserve  District, 
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ail  obtainable  records  and  information  with  respect 
to  the  acquisition  of  each  banking  premise  criticized 
in  the  report  of  examination  of  August  31,  1939,  in- 
cluding those  shown  on  the  Bank's  books  and  in  its 
investment  in  Merchants  National  Realty  Corpora- 
tion, dating  back  to  the  time  such  premise  was  ac- 
quired either  by  the  Bank  or  any  member  (either 
bank  or  company)  of  the  group  presently  or  then 
comprising  the  Transamerica  organization.  The  com- 
mittee shall  consider  the  fair  value  of  each  premise 
at  the  time  of  such  acquisition,  and  the  special  con- 
ditions which  had  to  be  met  in  fixing  the  price  paid. 
From  these  considerations,  the  committee  shall  de- 
termine the  amount  which  shall  be  used  by  the  com- 
mittee as  the  estimated  cost  amount  of  each  premise 
to  the  Bank.  The  value  of  each  premise  shall  then 
be  established  at  such  estimated  cost  amount,  plus 
the  amount  of  an3^  expenditures  subsequent  to  acqui- 
sition found  by  the  committee  to  have  been  appro- 
priately capitalized,  less  the  appropriate  amount  of 
depreciation  at  the  depreciation  rate  allowed  by  the 
Bureau  of  Internal  Revenue  for  each  year  of  owner- 
ship. The  unallocated  reserve  set  up  by  the  Bank 
shall  be  reduced  by  the  difference  between  the  pres- 
ent carrying  value  of  each  such  premise  and  the 
value  of  such  premise  as  determined  by  the  com- 
mittee in  the  manner  hereinabove  stated.  The  deci- 
sion of  a  majority  of  the  members  of  the  committee 
■shall  be  binding.  The  remainder  of  such  reserve  if 
any,  may  be  returned  to  the  undivided  profits  ac- 
count. A  partial  release  of  the  reserve,  or  a  decrease 
in  the  amount  of  the  reserve  to  be  set  up,  may  be 
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made  as  soon  as  that  procedure  is  justified,  in  the 
opinion  of  the  committee." 

3.  After  several  conferences  between  the  Bank 
and  the  Office  of  the  Comptroller  of  the  Currency 
with  respect  to  the  settlement  of  said  Requirement 
5,  an  understanding  was  reached  as  set  forth  or  re- 
ferred to  in  letters  dated  March  11,  1941 ;  June  16, 
1941;  June  17,  1941;  December  9,  1941;  March  20, 
1942,  and  April  11,  1942,  copies  of  which  are  hereto 
attached  as  Exhibits  1-A  to  6-F,  inclusive. 

4.  The  Bank  operates  a  branch  banking  system 
in  California,  through  approximately  500  branches 
and  it  and  Merchants  National  Realty  Corporation, 
its  wholly  owned  subsidiary  (hereinafter  referred  to 
as  Merchants),  owned  most  of  the  banking  prem- 
ises in  which  this  business  was  conducted.  During 
this  controversy  with  the  Comptroller,  the  Bank 
had  maintained  the  position  that  it  had  the  right 
to  carry  its  banking  premises  on  its  books  at  cost 
less  normal  depreciation  and  that  the  Comptroller 
had  no  authority  to  require  a  write-down  of  the 
banking  premises  account;  and,  when  the  Bank 
agreed  with  the  Comptroller  to  reduce  its  banking 
premises  account  in  order  to  settle  the  issue  with  the 
Comptroller,  it  did  so  in  the  manner  stated  below 
to  which  the  Comptroller  had  no  objection. 

5.  On  account  of  the  foregoing,  the  following 
transactions  were  effected : 

(a)  In  the  years  1941  and  1943,  the  Bank  exe- 
cuted and  delivered  to  Capital  Company  deeds  with 
respect  to  certain  banking  premises.   After  thirty 
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days  or  so  after  the  time  Capital  Company  received 
the  said  deeds,  Capital  Company  executed  and  deliv- 
ered deeds  to  said  property  to  Merchants.  The  sched- 
ule attached  hereto  and  marked  Exhibit  8-H  iden- 
tifies the  properties  involved  in  the  transaction  and 
shows  information  concerning  the  transaction  as  in- 
dicated in  said  schedule. 

(b)  In  the  years  1941  and  1942  Merchants  exe- 
cuted and  delivered  to  Capital  Company  deeds  with 
respect  to  certain  banking  premises.  After  thirty 
days  or  so  after  Capital  Company  received  these 
deeds,  Capital  Company  executed  and  delivered 
deeds  to  said  property  to  the  Bank.  The  schedule 
attached  hereto  and  marked  Exhibit  9-1  identifies 
the  properties  involved  in  the  transaction  and  shows 
information  concerning  the  transaction  as  indicated 
in  said  schedule. 

(c)  Prior  to  the  transactions  described  in  the 
preceding  sub-paragraphs  (a)  and  (b),  Mr.  R.  G. 
Smith,  Vice  President  of  the  Bank,  talked  to  Mr. 
E.  C.  Woodruff,  President  of  Capital  Company,  a 
company  engaged  in  the  real  estate  business,  and 
explained  the  Bank's  controversy  with  the  Comp- 
troller, and  the  following  agreement  was  reached 
between  Messrs.  Smith  and  Woodruff  in  behalf  of 
their  respective  companies : 

That  the  Bank  or  Merchants  would  execute  deeds 
to  Capital  Company  with  respect  to  the  banking 
1  demises  described  in  Exhibits  8-H  and  9-1  at- 
tached ;  that  Capital  Company  would  accept  delivery 
of  such  deeds;  that  Capital  Company  would  deliver 
its  checks  to  the  Bank  and  to  Merchants  in  amounts 
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equal  to  the  value  of  said  premises  as  appraised  by 
the  American  Appraisal  Company;  that  the  Bank 
intended  to  and  would  receive  back,  deeds  to  the  said 
property  within  thirty  days  or  so  after  delivery  of 
deeds  thereto  to  Capital  Company,  and  Capital  Com- 
pany agreed  to  execute  and  deliver  deeds  to  said 
property  to  the  Bank  or  Merchants  at  any  time  upon 
request  of  the  Bank;  that  there  would  not  be  any 
written  agreement  between  the  Bank,  Merchants  and 
Capital  Company  providing  for  the  execution  and 
delivery  of  deeds  from  Capital  Company  to  the 
Bank  or  to  Merchants;  that  when  the  Bank  re- 
quested delivery  of  deeds  to  such  property  from 
Capital  Company  to  it  or  to  Merchants,  the  Bank  or 
Merchants  would  give  its  check  to  Capital  Company 
for  the  same  amount  of  the  check  which  Capital 
Company  gave  the  Bank  or  Merchants  for  the  re- 
spective property,  plus  acquisition  costs  incurred  by 
Capital  Company  in  connection  with  the  transac- 
tion; and  that  between  the  time  of  the  delivery  of 
the  deeds  with  respect  to  the  respective  properties 
from  the  Bank  or  from  Merchants  to  Capital  Com- 
pany, and  the  time  of  the  delivery  of  the  deeds  with 
respect  to  the  respective  properties  from  Capital 
Company  to  the  Bank  or  to  Merchants,  the  Bank 
would  pay  to  Capital  Company  as  rental  amounts 
equal  to  6%  per  annum  net  upon  the  amounts  paid 
by  Capital  Company  to  the  Bank  or  to  Merchants, 
as  aforesaid. 

The  transactions  described  in  sub-paragraphs  (a), 
(b)  and  (c)  above  were  effected  pursuant  to  and  in 
accordance  with  this  agreement.  When  these  trans- 
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actions  were  under  contemplation,  the  Bank's  offi- 
cers were  advised  by  the  Bank's  counsel  that  these 
transactions  might  result  in  a  large  deductible  loss 
for  income  tax  purposes.  The  Bank's  officers  there- 
upon instructed  the  Bank's  counsel  to  make  ade- 
quate disclosure  of  the  transactions  on  the  tax  re- 
turn so  that  the  Internal  Revenue  Bureau  would  be 
fully  informed  thereof.  The  counsel's  memorandum 
of  his  discussion  of  the  matter  with  the  Bank  offi- 
cials is  attached  hereto  as  Exhibit  14-N. 

At  all  times  mentioned  herein  the  properties  in- 
volved in  the  transactions  referred  to  in  sub-para- 
graphs (a)  and  (b)  hereof  were  occupied  and  used 
by  the  Bank  as  branch  banks  and  no  discontinuance, 
change  or  transfer  of  such  use  was  contemplated. 

(d)  The  only  action  taken  by  the  respective 
Boards  of  Directors  of  either  the  Bank,  Merchants 
or  Capital  Company  in  connection  with  the  transac- 
tions referred  to  in  sub-paragraphs  (a)  and  (b) 
above,  was  the  action  taken  by  the  Board  of  Di- 
rectors of  Capital  Company  as  set  forth  in  resolu- 
tions, copies  of  which  are  attached  as  exhibits  11-K, 
12-L  and  13-M. 

6.     In  carrying  out  the  aforesaid  transactions,  all 
formalities  in  connection  therewith,  such  as  the  exe- 
cution and  recording  of  deeds,  the  affixing  of  docu- 
!  mentary  stamp  taxes,  the  transfer  of  fire  insurance, 
i  and  the  recording  of  the  transactions  on  the  books  of 
■  all  companies  as  purchases  and  sales  of  property 
j  were    complied    with.    When    the    properties    were 
j  deeded  to  Capital  Company,  the  outstanding  fire  in- 
surance policies  covering  the  respective  properties 
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were  amended  by  rider  to  provide  that  any  loss  pay- 
able thereunder  should  be  paid  to  Capital  Company; 
and  when  Capital  Company  deeded  the  properties 
to  the  Bank  or  to  Merchants  the  policies  were  again 
amended  by  rider  to  provide  that  any  loss  payable 
thereunder  should  be  paid  to  the  Bank  or  to  Mer- 
chants respectively.  Upon  the  execution  and  delivery 
of  the  deeds  to  the  respective  properties  by  the  Bank 
or  Merchants  to  Capital  Company,  the  Bank  and 
Capital  Company  executed  a  "lease"  agreement 
with  respect  to  each  property,  a  form  of  which  lease 
agreement  is  attached  as  Exhibit  10-J,  and  the 
rentals  received  under  said  lease  agreements  were 
reported  by  Capital  Compaiw  as  rental  income  on 
its  income  tax  return,  and  by  the  Bank  as  rental 
expense  on  its  tax  return. 

7.  During  the  years  1941  to  1943  inclusive,  Mer- 
chants was  a  wholly  owned  subsidiary  of  the  Bank. 
The  only  business  of  Merchants  was  the  ownership 
of  property  and  the  rental  of  that  property  to  the 
Bank  for  use  as  banking  premises  under  a  lease 
arrangement  which  is  set  forth  in  the  written  lease, 
copy  of  which  is  attached  hereto  as  Exhibit  7-G.  The 
properties  deeded  by  Capital  Company  to  Merchants 
as  stated  above,  were  thereafter  held  by  Merchants 
ifljnder  this  lease.  The  officers  and  directors  of  Mer- 
chants during  1943  are  listed  in  the  schedule  at- 
tached hereto  as  Exhibit  15-0.  Merchants  had  no 
salaried  employees ;  whatever  work  was  necessary  to 
the  operation  of  the  Company's  business  was  per- 
formed by  employees  of  the  Bank. 

s.     The  differences  between  the  claimed  income 


vs.  Commissioner  of  Internal  Revenue  39 

tax  basis  and  the  amount  at  which  Merchants  trans- 
ferred properties  to  Capital  Company  in  the  trans- 
actions referred  to  in  sub-paragraph  (b)  of  para- 
graph 4  above,  were  charged  to  losses  by  Merchants 
and  became  a  part  of  the  expenses  entering  into  the 
formula  under  which  the  rental  paid  by  the  Bank  to 
Merchants  was  computed,  and  so  were  included  in 
computing  the  rental  paid  by  the  Bank  to  Merchants 
in  the  respective  years  and  were  deducted  by  the 
Bank  on  its  income  tax  returns  for  the  respective 
years  as  rental  expenses. 

9.  The  Respondent  disallowed  the  amounts 
claimed  as  losses  on  the  aforesaid  transactions  and 
computed  allowable  depreciation  without  recogniz- 
ing any  deeds  or  "sales"  of  property  from  the  Bank 
to  Capital  Company  and  thence  to  Merchants.  If  the 
Court  should  hold  that  deductible  losses  for  income 
tax  purposes  resulted  from  the  aforesaid  transac- 
tions, the  amount  thereof  can  be  computed  by  the 
parties  since  there  is  no  dispute  as  to  the  factors 
entering  into  the  computation  of  gain  or  loss  and  it 
is  agreed  depreciation  shall  be  adjusted  accord- 
ingly. If  the  Court  should  hold  that  no  deductible 
losses  result  from  the  aforesaid  transactions,  the 
Respondent's  action  in  disallowing  the  losses  should 
be  sustained,  and  a  recomputation  of  tax  may  be 
made  under  Rule  50  to  give  effect  to  the  adjustment 
referred  to  in  paragraph  12  hereof. 

10.  (a)  During  the  years  1941  to  1943,  inclu- 
sive, Capital  Company  was  a  wholly  owned  subsidi- 
ary of  Transamerica  Corporation.  On  the  dates  indi- 
cated, Transamerica  Corporation  and  its  affiliated 
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companies  owned  shares  of  the  outstanding  capital 
stock  of  the  Bank  as  follows : 

Date                                                               Common  Preferred 

12/31/41     Transamerica  Corporation  639,300  498,894 

Trans.  Sub.  Companies 260,520  1,950 

12/31/42     Transamerica  Corporation  492,528  423,374 

Trans.  Sub.  Companies 199,866  1,800 

12/31/43     Transamerica  Corporation  400,612  368,470 

Trans.  Sub.  Companies 169,522  2,164 

(b)  During  the  years  1941  to  1943,  inclusive,  the 
eapital  stock  of  the  Bank  of  America  N.  T.  &  S.  A. 
consisted  of  $20  par  value  preferred  stock  and 
$12.50  par  value  common  stock  and  the  total  number 
of  shares  outstanding  at  the  end  of  each  of  the  years 
1941  to  1943  was  as  follows : 

1941     1942     1943 

Common— Shares  4,000,000     4,000,000     4,000,000 

Preferred— Shares  540,000        460,796        405,146 

Each  share  of  both  classes  had  equal  voting  power. 

(c)  On  the  dates  indicated,  Transamerica  Cor- 
poration had  outstanding  shares  of  its  $2  par  value 
common  capital  stock,  as  follows : 

Date  No.  of  Shares 

12/31/41 10,281,100 

12/31/42 10,090,000 

12/31/43 9,982,000 

(d)  On  the  dates  indicated,  the  Bank  of  America 
N.  T.  &  S.  A.  owned  shares  of  Transamerica  Cor- 
poration capital  stock  as  follows : 

Date  No.  of  Shares 

12/31/41  none 

12/31/42  3,624 

12/31/43  none 

11.     The  directors  and  officers  of  the  Bank  during 
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3943  are  listed  in  the  schedule  attached  hereto  as 
Exhibit  16-P. 

12.  It  is  agreed  that  in  addition  to  the  adjust- 
ments set  forth  in  the  deficiency  notice  and  not  con- 
tested herein,  the  net  income  for  1943  may  be  in- 
creased by  the  further  amount  of  $73,063.27,  in  ac- 
cordance with  Respondent's  Amendment  to  the 
Answer. 

13.  In  addition  to  the  income  taxes  assessed  and 
paid  for  the  year  1943  as  shown  by  the  pleadings, 
the  Petitioner  made  payments  to  the  Collector  of  In- 
ternal Revenue  on  February  21,  1947,  on  account  of 
taxes  for  the  year  1943  as  follows: 

Income  Tax  $    915,040.93 

Declared  Value  Excess  Profits  Taxes 161,650.70 

Total $1,076,691.63 

Signed  at  San  Francisco,  California,  this  4th  day 
of  November,  1949. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  CHARLES  OLIPHANT,       ECC 
Chief  Counsel,  Bureau  of  Internal  Revenue,  Attor- 
ney for  Respondent. 

Filed  T.  C.  U.  S.  November  7,  1949. 


42  Bank  of  Am.  Nat.  Trust  &  Sav.  Assn. 

The  Tax  Court  of  the  United  States 
Docket  No.  8993 

BANK  OF  AMERICA  NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

Monday,  November  7,  1949 
Met,  pursuant  to  notice,  at  5:20  o'clock  p.m. 
Before :  Hon.  Marion  J.  Harron,  Judge. 

Appearances : 

GEORGE  H.  KOSTER, 

300  Montgomery  Street,  Room  839, 
San  Francisco,  California, 

Appearing  on  behalf  of  the  Petitioner. 

EARL  C.  CROUTER, 

(Hon.  Charles  Oliphant,  Chief  Counsel, 
Bureau  of  Internal  Revenue),  appearing 
for  the  Respondent, 

PROCEEDINGS 
The  Clerk:     I  will  call   Docket  8993,   Bank   of 
America. 

Please  state  your  appearances. 

Mr.  Koster:     George  Koster,  for  Petitioner. 
Mr.  Crouter :     And  Earl  Crouter,  for  Respondent. 
The  Court :     Mr.  Koster,  will  you  proceed. 
Mr.  Koster:     I  think  before  I  make  my  opening 


vs.  Commissioner  of  Internal  Revenue  43 

statement,  your  Honor,  Mr.  Crouter  has  some 
amendment  to  the  Answer  to  be  filed.  There  is  no 
objection. 

The  Court:  The  amendment  to  the  Answer  may 
be  filed. 

Mr.  Crouter:  Thank  you  very  much.  This  is  in 
the  form  of  a  motion  for  leave,  and  the  motion  has 
been  marked  "no  objection,"  to  which  Mr.  Koster 
has  signed  and  then  the  amendment  to  the  Answer 
is  attached,  and  I  have  filed  the  original  and  several 
copies  with  the  Clerk. 

The  Court:  Mr.  Baird,  you  may  stamp  the  mo- 
tion " granted."  The  Petitioner  has  the  usual  time 
within  which  to  reply  to  that,  if  you  wish. 

Mr.  Koster:  There  is  no  reply  necessary,  your 
Honor.  The  matter  is  set  forth  in  the  amendment  to 
the  Answer.  It  has  been  conceded,  and  will  be  shown 
in  the  stipulation  which  will  be  filed  later. 

The  Court :     Very  well.  [3*] 

Opening  Statement  on  Behalf  of  Petitioner 

By  Mr.  Koster: 

This  case,  your  Honor,  involves  a  proposed  defi- 
ciency in  income  taxes  for  the  calendar  year  1943. 
The  only  contested  issue  is  whether  this  Petitioner 
Bank  is  entitled  to  a  deduction  for  a  loss  sustained 
in  the  sale  of  certain  real  property  where  a  whollv- 
owned  subsidiary  of  the  Petitioner  Bank  later  ac- 
quired the  property  by  purchase  from  the  purchaser 
from  the  Bank.  There  were  a  number  of  other  issues 
raised  in  the  Petition  but  they  have  been  abandoned 

*  Page  numbering  appearing  at  top  of  page  of  original  Reporter^ 
Transcript  of  Record.  ••«"■ 
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and,  as  I  have  just  stated,  the  additional  matter  set 
forth  in  the  Respondent's  amendment  to  the  Answer 
has  been  conceded  by  a  provision  in  the  stipulation 
to  that  effect.  The  stipulation  will  be  filed  after  the 
conclusion  of  the  statements. 

The  facts  about  the  contested  issue  are  these: 
Prior  to  1940  the  Comptroller  of  the  Currency  of 
the  United  States  made  a  demand  upon  the  Bank 
of  America  to  charge  off  a  part  of  its  investment  in 
banking  premises.  The  Petitioner,  Bank  of  America, 
operates  about  500  branch  banks  throughout  the 
State  of  California  and  most  of  these  branches  per- 
form a  banking  business  in  premises  which  are 
owned  by  the  bank. 

Now,  the  bank  resisted  the  demand  of  the  Comp- 
troller, contending,  first,  that  it  had  a  right  to  carry 
its  banking  premises  on  its  books  at  cost  less  depre- 
ciation; second,  that  the  Comptroller  had  no  legal 
authority  to  require  the  bank  to  [4]  charge  off  part 
of  its  banking  premises  investment  account;  and, 
thirdly,  that  in  any  event  its  total  investment  in 
banking  premises  as  shown  on  its  books  was  less 
than  the  market  value  of  the  banking  premises  at 
that  time.  In  order  to  establish  that  third  contention, 
the  bank  did  proceed  to  have  its  banking  premises 
appraised  by  the  American  Appraisal  Company. 

After  considerable  negotiation  the  controversy 
with  the  Comptroller  was  settled.  Under  the  settle- 
ment the  bank  agreed  to  make  a  charge  off  of  around 
$3,000,000  of  its  account,  its  investment  in  banking 
premises,  with  the  understanding,  however,  that  it 
would  effect  the  charge  off  in  a  manner  which  would 
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be  consistent  with  the  position  which  it  had  main- 
tained throughout  the  controversy.  In  other  words, 
the  bank  wanted  to  make  this  write  off,  or  charge 
off,  in  such  way  that  it  would  not  be  conceding  the 
authority  of  the  Comptroller  of  Currency  to  order 
a  write  off  and  in  such  way  that  the  write  off  would 
not  be  a.  precedent  for  possible  similar  action  in  the 
future. 

So,  in  carrying  out  the  agreement,  the  settlement, 
the  bank  sold  certain  of  these  banking  premises  to 
Capital  Company.  Capital  Company  is  a  non-affili- 
ated company  engaged  in  the  real  estate  business. 
Capital  Company  paid  the  purchase  price,  which 
incidentally  was  the  price  at  which  the  particular 
properties  were  appraised  by  the  American  Ap- 
praisal Company.  They  paid  the  price  in  cash.  All 
other  formalities  [5]  that  are  usual  in  a  purchase 
and  sale  transaction  were  carried  out.  The  Bank 
leased  the  properties  back  from  Capital  Company 
during  the  period  of  time  that  Capital  Company 
held  them  and  the  Bank  paid  a  rental  for  the  use 
of  the  property  under  the  terms  of  the  lease. 

About  30  days  or  so  after  Capital  Company  ac- 
quired the  property,  it  sold  the  property  to  the  Mer- 
chants National  Realty  Corporation,  which  is  a 
wholly-owned  subsidiary  of  the  Bank.  The  Mer- 
chants National  Realty  paid  the  same  price  for  the 
property  that  Capital  Company  had  paid  for  it. 

Now,  when  the  Bank  was  contemplating  the  sale 
to  Capital  Company,  the  Bank  was  advised  by  its 
counsel  that  the  transaction  might  involve  a  large 
loss,  which  might  be  deductible  for  income  tax  pur- 
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poses.  The  Bank  thereupon  instructed  its  counsel  to 
make  a  disclosure  of  the  transaction  on  the  return 
so  that  the  Internal  Revenue  Bureau  would  be  fully 
informed  of  the  fact  that  the  transaction  took  place, 
and  the  Court  will  observe  that  there  is  attached  to 
the  1943  return  as  well  as  some  prior  year  returns 
information  which  calls  attention  to  the  transaction. 

I  might  add  here  that  as  part  of  the  settlement 
of  the  controversy  the  Bank  agreed  to  take  these 
losses  over  a  period  of  years,  so  that  these  losses 
occur  in  the  years  1941,  1942,  and  1943.  However, 
the  years  1941  and  1942  are  open  under  refund 
claims.  They  were  not  prosecuted  by  petition  to  [6] 
the  Tax  Court  and  the  year  1943  is  the  year  which 
is  involved  in  this  particular  proceeding. 

When  the  Bank  made  the  sales  to  Capital  Com- 
pany, it  took  the  difference  between  its  book  cost  and 
the  price  at  which  it  sold  the  properties  to  Capital 
Company  as  a  loss,  and  that  constituted  the  charge 
off  which  met  the  requirements  of  the  Comptroller 
of  the  Currency.  The  Commissioner  of  Internal  Rev- 
enue, the  Respondent,  has  disallowed  the  loss  which 
was  shown  on  the  return  and  computed  in  that  man- 
ner; that  is,  the  difference  between  the  selling  price 
to  Capital  Company  and  the  net  cost  to  the  Bank 
was  taken  as  a  loss  deduction. 

The  parties  to  the  proceeding  are  in  accord  with 
respect  to  all  of  the  factors  that  enter  into  the  com- 
putation of  gain  or  loss,  so  that  if  the  Court  should 
determine  that  these  transactions  are  transactions 
which  must  be  recognized  for  tax  purposes,  then  this 
difference  between  the  cost  or  this  excess  of  the  cost 
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over  the  selling  price  can  be  determined  and  can  be 
given  effect  in  a  Rule  50  computation.  There  is  no 
dispute  with  respect  to  those  factors. 

The  Court:  Now,  what  is  the  amount  of  the  loss 
that  was  claimed  and  which  was  disallowed? 

Mr.  Koster:  The  amount  of  the  loss  which  was 
claimed  is  shown  in  an  exhibit  which  is  referred  to 
as  Exhibit  8-H,  attached  to  the  stipulation  of  facts 
which  will  be  presented,  and  is  in  the  amount  of 
$464,811.68.  That  was  the  [7]  amount  of  the  loss 
which  was  taken  on  the  books  and  was  shown  on 
the  tax  return  and  which  has  been  disallowed  as 
shown  by  the  deficiency  notice. 

The  Court:  I  didn't  quite  follow  your  last  state- 
ment before  I  asked  this  question.  You  say  that 
something  can  be  worked  out  under  Rule  50.  As  I 
understand  it,  the  issue  is  whether  the  taxpayer  is 
entitled  to  a  loss  in  1943  in  the  amount  of  $464,- 
811.68  or  is  not. 

Mr.  Koster:  I  wouldn't  put  it  that  way,  your 
Honor.  The  issue  is  whether  or  not,  assuming  that 
in  any  event  the  cost  exceeded  the  selling  price, 
whether  this  petitioner  is  entitled  to  a  deduction  for 
the  loss  sustained  in  the  transaction. 

I  might  say  that  there  have  been  some  cases  which 
this  taxpayer  has  prosecuted  with  respect  to  depre- 
ciation rates  on  these  properties.  Those  cases  have 
recently  been  concluded  and  the  effect  of  those  cases 
will  be  shown  in  the  computation  of  the  correct  cost, 
but  there  will  be  in  any  event  an  excess  of  cost  over 
selling  price. 
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The  Court:  Where  have  those  cases  been?  In  the 
Tax  Court  or  in  some  other  court  ? 

Mr.  Koster :  They  were  carried  through  the  Dis- 
trict Court  to  the  United  States  Supreme  Court. 

The  Court :  I  am  interested  in  that.  Do  you  have 
the  citation?  [8] 

Mr.  Koster:  It  is  Bank  of  America  National 
Trust  and  Savings  Association  vs.  United  States. 
My  recollection  is  that  the  Circuit  Court  of  Appeals 
decision  was  167  Federal  2nd. 

The  Court:  And  when  did  the  Supreme  Court 
decide  the  case?  In  1949? 

Mr.  Koster :  The  Supreme  Court  decided  the  case 
in  the  last  term,  1948,  by  denial  of  certiorari. 

The  Court :  Oh,  certiorari  was  denied  by  the  Su- 
preme Court? 

Mr.  Koster :  Yes.  I  think  it  was  in  the  early  part 
of  1949,  in  that  term. 

The  Court :  And  that  term  was  before  the  Ninth 
Circuit  Court  out  here  ? 

Mr.  Koster:     Yes. 

The  Court :     And  the  Ninth  Circuit  held  what  ? 

Mr.  Koster:  The  case  was  contested  on — I  don't 
know  whether  the  Court  recalls  the  Virginia  Hotel 
Corporation  case,  in  which  the  question  was  whether 
the  basis  should  be  reduced  by  a  basis  of  deprecia- 
tion taken  in  earlier  years,  taking  the  cost  of  depre- 
ciation in  later  years.  We,  in  effect,  relitigated  that 
and  got  the  same  answer  the  Virginia  Hotel  Cor- 
poration did,  so  it  did  change  the  rates.  But  there 
is  no  dispute  and,  in  any  event,  the  net  cost  will  still' 
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exceed  the  selling  price  at  which  the  properties  were 
sold.  [9] 

The  Court:  If  I  may  summarize  that,  just  to 
check  on  my  own  understanding  of  it,  if  it  should 
be  held  in  this  case  that  the  taxpayer  is  entitled  to 
a  loss  in  1943  on  account  of  these  transactions,  then 
the  amount  of  the  loss  may  have  to  be  recomputed 
under  Rule  50  because  the  basis  might  have  to  be 
adjusted  to  take  care  of  depreciation? 

Mr.  Koster:  That  is  correct,  your  Honor,  and 
there  is  no  dispute  between  the  parties  about  that 
adjustment. 

The  Court :  All  right,  then.  Thank  you  for  clear- 
ing that  up.  Have  you  concluded  your  opening  state- 
ment ? 

Mr.  Koster :     I  have. 

The  Court :     Will  you  proceed  then,  Mr.  Crouter. 

Opening  Statement  on  Behalf  of  Respondent 
By  Mr.  Crouter : 

If  the  Court  please,  I  believe  the  salient  points  in 
the  case  have  been  referred  to  by  Mr.  Koster  and  I 
would  merely  like  to  point  out  one  or  two  things 
here.  This  proceeding,  of  course,  relates  only  to  the 
year  1943  and  the  Court  probably  has  noticed  that 
schedule  which  is  marked  Exhibit  8-H  of  the  stipu- 
lation. 

Mr.  Koster:     The  Court  hasn't  had  it  yet. 

Mr.  Crouter :  I  am  sorry  about  that.  With  coun- 
sel's  permission,  I  would  like  to  show  that  to  the 
Court,  because  it  does  summarize  the  eight  transac- 
tions involved  in  the  year  1943  about  which  the 


50  Bank  of  Am.  Nat.  Trust  &  Sav.  Assn. 

whole  case  really  turns.  [10] 

Now,  the  only  contested  issue  arises  under  Para- 
graph 4-A  of  the  Petition,  and  that  alleges  the  Com- 
missioner erred  in  disallowing  a  loss  in  the  amount 
of  $464,811.68,  sustained  by  the  Petitioner  during 
the  year  1943.  The  Court  will  observe  that  that  is 
the  same  money  figure  in  the  last  money  column  in 
that  Exhibit  8-H  and  that  is  the  summary  value  of 
the  losses  alleged  to  have  been  sustained  by  the  Peti- 
tioner on  the  disposition  of  all  of  these  eight  prop- 
erties. 

Now,  the  parties  have  stipulated  that  all  of  these 
properties  listed,  such  as  Oakland  Main  and  Sacra- 
mento Main  and  so  forth,  were,  as  indicated  by  the 
figures,  substantial  banking  premises  of  the  Peti- 
tioner, Bank  of  America.  By  that  it  is  clearly  shown, 
I  believe,  that  they  were  properties,  real  estate  and 
buildings,  where  there  were  very  active  banking- 
affairs  and  business  carried  on  by  Petitioner. 

This  schedule  will  show  that  the  property  during 
the  calendar  year  1943  on  the  date  indicated  at  the 
extreme  right — let's  trace  one  through,  such  as  Sac- 
ramento Main.  On  June  6,  1943,  there  was  a  deed 
executed  by  the  Bank  to  Capital  Company.  Then  on 
July  29,  1943,  approximately  a  month  later,  there 
was  another  deed  executed  by  Capital  Company  over 
to  Merchants. 

Now,  the  1943  return  of  Merchants,  referred  to  as 
such — it  is  the  Merchants  National  Realty  Corpora- 
tion, a  complete  one  hundred  per  cent  subsidiary  of 
our  taxpayer,  the  [11]  Bank  of  America — the  re- 
turn on  Merchants  will  show  that  it  was  operated 
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chiefly  to  hold  the  real  estate  properties  of  the 
Bank.  That  return  will  show  that  that  corporation 
held  in  excess  of  $14,000,000  worth  of  properties 
designated  "bank  premises"  at  the  end  of  1943, 
and  the  Commissioner's  position  is,  as  stated  in  his 
deficiency  notice  and  as  maintained  throughout  the 
case,  that  no  deductible  loss  was  sustained  by  the 
Petitioner  in  connection  with  these  transactions, 
which  for  lack  of  a  shorter  and  better  term  have 
sometimes  been  referred  to  as  "three-cornered" 
transactions. 

I  believe  I  should  also  explain,  and  the  stipulation 
makes  it  clear  by  stockholdings  and  percentages, 
that  this  also  involves  the  Transamerica  Corpora- 
tion. That,  of  course,  is  the  top  corporation  which 
owned  and  controlled  many  other  corporations  in 
connection  with  the  Bank  of  America  banking  af- 
fairs and  other  matters,  but  there  is  not  50%  or 
more  of  legal  control  by  Transamerica.  The  Capital 
Company,  to  which  the  deeds  went  from  our  tax- 
payer, was  a  complete  one  hundred  per  cent  sub- 
sidiary of  Transamerica  but  the  stipulated  facts 
here  show,  I  believe,  and  I  want  Mr.  Koster  to  cor- 
rect me  if  I  err  in  any  figure  here,  because  I  don't 
intend  to  mislead  the  Court — I  believe  during  our 
year  1943  Transamerica  owned  between  21  and  22 
per  cent  of  the  total  preferred  and  common  stock  of 
the  Bank ;  that  is,  Bank  of  America.  So  that  Trans- 
america, whether  it  had  actual  control  through  that 
stock  [12]  ownership  I  don't  believe  it  too  material 
here.  It  didn't  have  legal  control.  On  the  other 
hand,  our  taxpayer,  Bank  of  America,  and  referred 
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to  in  this  stipulation  as  "the  Bank"  had  one  hun- 
dred per  cent  control  of  this  Merchants  Realty 
Corporation. 

So  we  have  transfers,  and  all  of  the  transfers  in- 
volved in  our  taxable  year  1943,  as  shown  by  this 
Exhibit  8-H,  are  deeds  from  the  Bank  to  Capital 
Company  for  a  period  of  about  30  days,  sometimes 
one  day  less,  sometimes  one  day  more,  then  deeds  of 
the  identical  properties  at  the  identical  values  from 
Capital  Company  back  to  Merchants.  So  that  the 
Commissioner's  position  is  that  by  these  transactions 
the  Bank  really  has  not  sustained  any  loss.  The 
Bank  still  owned  the  property  on  the  conclusion  of 
these  transactions  and  it  is  stipulated  that  the  Bank 
never  discontinued  its  banking  business  on  those 
premises,  it  never  intended  to  discontinue  or  change 
or  transfer  its  banking  business  in  those  locations. 
Our  stipulation  goes  even  further,  if  the  Court 
please,  and  in  Paragraph  5,  Subparagraph  5  of  Par- 
agraph 5,  of  the  stipulation  it  is  stipulated  and 
agreed  that  there  was  an  agreement  between  the 
Capital  Company  through  its  President,  E.  C. 
Wood,  and  the  Bank,  our  Petitioner,  through  its 
Vice  President,  Mr.  R.  G.  Smith. 

Now,  this  was  an  oral  agreement.  It  was  not  in 
writing  but  it  has  been  spelled  out  what  was  under- 
stood and  [13]  agreed  upon  between  the  two  cor- 
porations prior  to  the  execution  of  these  deeds,  or 
in  connection  with  them.  It  reads:  Prior  to  the 
transactions  described — and  that  means  the  execu- 
tion of  any  of  these  deeds — the  deeds  would  be 
executed  as  Mr.  Koster  has  stated.  Near  the  bottom 
of  Paragraph   5,   a  part  of  that  agreement,   was 
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''that  the  Bank  intended  to  and  would  receive  back 
deeds  to  the  said  property  within  30  days  or  so 
after  delivery  of  deeds  thereto  to  Capital  Company, 
and  Capital  Company  agreed  to  execute  and  deliver 
deeds  to  said  property  to  the  Bank  or  Merchants 
at  any  time  upon  request  of  the  Bank;"  and  then 
there  is  some  further  provisions.  I  do  not  attempt 
to  read  all  of  that,  but  that  is  the  provision  there, 
relating  to  the  understanding  and  agreement. 

So  that  the  Respondent's  position  is  that  this  se- 
ries of  transactions  was  somewhat  in  the  nature  of 
the  so-called  accommodation  purchases  and  sales  of 
securities  and  stocks.  Now,  the  Court  undoubtedly 
has  already  noticed  that 

The  Court:  You  think  this  is  a  Gregory  versus 
Helvering  case,  too? 

Mr.  Crouter:  I  believe  the  principle  applies 
there,  too. 

The  court  will  notice  that  these  are  not  securities ; 
so,  as  I  view  the  case,  I  don't  believe  we  have  any 
direct  application  of  the  provisions  of  Section  118 
of  the  Revenue  [14]  Code,  where  you  have  a  thirty- 
day  provision  mentioned  and  certain  principles  set 
down.  This  involves  deeds  to  real  estate,  so  that  the 
tax  question  comes  up  merely  as  a  loss  sustained  on 
the  transactions.  The  Respondent  will  contend  that 
all  of  the  transactions  must  be  considered  together, 
because  they  are  all  part  of  a  large  overall  plan  be- 
tween these  various  corporations,  and  the  exhibits 
in  evidence  will  clearly  show  that  they  are  related 
corporations  in  this  great  banking  enterprise  which 
has  done  a  great  deal  in  the  West.  Nothing  of  a 
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policy  matter  is  involved,  but  the  tax  question  does 
come  up  and  is  presented  to  the  Court  as  to  whether 
these  transactions  are  at  armslength  or  whether  they 
are  for  business  purposes  and  whether  they  shall  be 
recognized,  and  Respondent  will  argue  that  in  the 
economic  sense,  in  the  real  sense  here,  this  taxpayer 
has  never  lost  these  properties.  It  has  not  sustained 
any  loss  as  required  in  the  tax  cases.  It  is  a  con- 
trolled transaction  and  series  of  transactions  be- 
tween these  corporations. 

In  that  connection  I  want  to  say  that  counsel  for 
the  Petitioner  and  the  Petitioner's  various  officers 
have  been  free  and  above  board  in  disclosing  facts 
and  cooperating  with  the  Government  and  furnish- 
ing to  the  Government  everything  that  we  can  con- 
ceive of  that  would  have  a  bearing  on  the  case,  and 
if  we  have  erred  in  connection  with  the  stipulation, 
it  is  probably  in  including  too  much.  [15] 

I  should  also  say  that  there  is  no  question  of 
penalty  involved  here.  It  is  just  a  straight  deduction 
question,  so  that  the  question  of  disclosure  is  some- 
what immaterial.  The  claim  was  made  for  the  deduc- 
tions on  all  of  the  returns  filed  by  the  Petitioner 
and  the  prior  years,  of  course,  are  not  directly  in- 
volved. Those  are  the  years  1941  and  1942. 

However,  the  stipulated  facts  do  show  some  of  the 
similar  transactions  in  1941  and  1942,  and  Respond- 
ent will  contend  on  brief  that  this  whole  pattern 
must  be  considered  together  to  show  how  the  trans- 
actions were  carried  out,  mostly  between  these  three 
corporations.  Sometimes  the  original  deed  would  be 
by  our  Petitioner  Bank,  and  sometimes  we  will  have 
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the  reverse  of  this:  We  will  have  the  Merchants 
deeding  to  Capital,  and  then  Capital  back  to  our 
taxpayer.  Respondent  will  contend  that  it  really 
doesn't  make  too  much  difference  as  far  as  the  own- 
ership of  depreciable  bank  premises  is  concerned,  as 
Respondent  sees  it,  whether  the  Bank  itself  owns 
the  property  and  has  the  deeds  in  its  name. 

The  record  along  that  line  will  show  that  the  Bank 
did  own  some  $25,000,000  worth  of  banking  prop- 
erty. The  annual  reports  are  included,  and  they  will 
show  total  figures  on  that  but  they  also  show  that 
Merchants,  as  I  have  stated,  owned  13  or  14  million 
dollars  worth  of  banking  property. 

The  Court :  May  I  interrupt  you  there.  Is  a  [16] 
consolidated  return  filed  for  Merchants  and  Bank  of 
America  % 

Mr.  Crouter :     No.  They  are  separate  returns. 

The  Court:  Well,  the  Merchants  would  take  the 
depreciation  on  bank  property  that  it  held,  and  the 
Bank  would  take  depreciation  on  property  which 
it  held.  It  would  make  some  difference  to  that  ex- 
tent, then,  who  owns  title  to  the  property. 

Mr.  Crouter :  Except  in  this  sense,  that,  as  shown 
by  the  stipulated  facts,  there  was  a  rental  formula 
between  Merchants  and  the  Bank,  based  upon  the 
income  of  Merchants  and  all  the  deductions  which 
would  be  allowed  and  recognized  under  the  Federal 
Law  as  deductions  to  Merchants.  So  that  governed 
the  amount  of  rental  which  the  Bank  had  to  pay  to 
Merchants.  So  in  that  way  I  presume  that  the  de- 
duction factor  and  all  of  those  things  entered  into 
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the  picture  and  there  was  a  squaring  of  accounts 
between  the  corporations. 

But  the  facts  will  show  that  this  subsidiary  and 
the  Bank  did  not  deal  at  arm's  length.  It  shows  that 
they  had  the  same  office,  I  presume.  They  had  the 
same  address,  300  Montgomery  Street.  The  subsid- 
iary, Merchants,  had  no  salaried  officers  of  its  own. 
Its  affairs  were  carried  out  apparently  chiefly  by 
the  officers  and  employees  of  the  Bank. 

Now  as  to  the  depreciation  question,  I  want  to 
make  it  clear  that  the  Commissioner  has  allowed  de- 
preciation on  these  banking  properties  under  the  old 
basis  without  recognizing  [17]  the  so-called  sales 
and  any  adjusted  new  basis.  So  that  the  Commis- 
sioner has  been  consistent  in  giving  them  their 
recovery  of  property  through  the  depreciation  al- 
lowances on  the  old  basis. 

Now,  on  that  score,  of  course,  if  the  Court  should 
hold  that  the  transaction  should  be  recognized  and 
losses  were  sustained,  why  that,  as  we  see  it,  would 
automatically  establish  and  sustain  a  newer  depre- 
ciation basis,  which  would  be  less  than  the  Commis- 
sioner has  recognized,  so  that  it  would  be  necessary 
to  have  smaller  amounts  allowed  as  depreciation  de- 
ductions. That,  I  take  it,  though,  could  all  be  han- 
dled and  disposed  of  under  Rule  50  computations, 
once  our  main  questions  are  decided. 

Now,  with  that,  and  I  have  probably  been  too  long, 
I  don't  believe  I  have  anything  else  to  say  except 
that  our  exhibits  have  been  tied  into  our  stipulated 
facts  and  they  include  the  annual  reports  of  the 
Bank  and  also  one  annual  report  of  Transamerica. 
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which  have  some  bearing  on  the  facts,  down  through 
the  Joint  Exhibits  Nos.  20-T.  Thank  you. 

Mr.  Koster:  May  I  make  just  one  comment,  your 
Honor  f 

The  Court :  May  I  ask  a  question  before  you  pro- 
ceed, Mr.  Koster  % 

Mr.  Koster:     Yes. 

The  Court:  I  didn't  listen  carefully  enough  to 
part  [18]  of  the  statement,  and  so  I  didn't  catch  the 
explanation  of  what  the  Capital  Company  was.  Is 
that  an  outside  corporation,  or  is  it  in  the  Bank  of 
America  family? 

Mr.  Koster:  No.  I  will  just  give  you  a  little  back- 
ground, your  Honor.  Up  to  1937  Transamerica  Cor- 
poration owned  all  of  the  stock  of  the  bank.  It  also 
owned  and  has  continued  to  own  right  up  to  this 
date  all  of  the  capital  stock  of  Capital  Company.  In 
1937  Transamerica  started  a  movement  to  reduce  its 
holdings  of  bank  stock.  It  first  distributed  52%  of 
it  to  its  stockholders,  some  120,000  stockholders,  and 
it  later  made  sales  and  other  dispositions,  so  that  by 
the  year  1941,  '42,  and  '43,  the  years  we  are  talking 
about  here,  Transamerica  owned  about  22%  of  the 
stock  of  the  bank  and  it  has  since  divested  itself  of 
more  stock  so  that  it  only  owns  about  11%.  It  has 
been  getting  rid  of  its  holdings  of  that  company 
through  pressure  from  the  Government  principally. 

The  Court :     You  mean  Bank  of  America  % 

Mr.  Koster :     Bank  of  America. 

The  Court:  Well,  what  is  Capital  Company?  Is 
it  in  the  banking  business  or  is  it  a  real  estate  busi- 
ness or  a  holding  company? 
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Mr.  Koster:  It  is  a  real  estate  company,  a  sub- 
stantial, large  real  estate  company. 

The  Court:  It  wasn't  organized  just  to  [19] 
hold  bank  premises  1 

Mr.  Koster :  No.  It  has  been  engaged  in  the  real 
estate  business  in  California  for  years. 

The  Court :  Shall  we  assume  that  the  bank  owned 
quite  a  lot  of  property,  that  is 

Mr.  Koster:     Capital  Company. 

The  Court :  Well,  all  of  Capital  Company 's  stock 
is  owned  by  Transamerica  ? 

Mr.  Koster :     That  is  correct. 

The  Court:  So  that  Capital  Company  is  in  the, 
shall  we  say,  Giannini  banking  structure  and  is  en- 
gaged in  the  real  estate  business  in  general? 

Mr.  Koster :     That  is  right, 

The  Court :  This  is  just  a  loose  summary  just  to 
give  the  Court  some  idea  of  what  Capital  Com- 
pany is. 

Mr.  Koster:  That  is  right.  Incidentally,  the  an- 
nual report  which  we  will  submit  here  as  one  of  the 
statements,  one  of  the  exhibits  in  evidence,  shows 
that  Capital  Company  has  total  assets  in  1943  of 
some  $37,000,000. 

The  Court:     The  detail  isn't  material  here. 

Mr.  Koster:  I  wish  to  mention  this,  in  talking 
about  the  Giannini  interests:  Ever  since  1937  the 
Giannini  interests  of  Transamerica  have  contended 
that  they  have  not  had  control  of  the  bank  and,  as 
I  have  told  you,  their  stock  interest  has  dwindled 
down  until  it  was  22%  and  it  is  now  only  [20]  11%, 
and  it  has  continued  to  represent  that  it  has  been 
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disposing  of  that  interest  and  it  does  not  control  the 
bank.  But,  in  any  event,  for  our  purpose  here  we 
didn't  think  that  it  was  material  enough  other  than 
to  show  the  stock  ownership. 

The  Court:  Well,  I  shall  not  be  much  concerned 
with  that.  I  just  wanted  to  get  some  idea  of  what 
Capital  Company  was. 

Mr.  Koster:     Yes. 

The  Court :  Now  I  believe  there  is  something  else 
you  wanted  to  say,  Mr.  Koster? 

Mr.  Koster:  Yes,  your  Honor.  You  mentioned 
the  Gregory  case.  We  feel  pretty  free  and  easy  about 
presenting  this  case  here,  because  we  are  not  worried 
about  one  of  those  cases  where  you  perform  a  trans- 
action entirely  or  solely  for  tax  purposes.  This  trans- 
action, as  I  have  explained,  was  induced  by  the  con- 
troversy with  the  Comptroller  of  the  Currency. 

The  Court:  I  think  I  understand  that.  Your  ar- 
gument is  just  exactly  what  you  said  in  your  open- 
ing statement,  I  understood  your  opening  statement. 

Mr.  Koster :  I  was  under  the  impression  that  the 
Gregory  case  involved  a  question  solely  of  tax  pur- 
poses. 

The  Court :  Well,  I  understood  the  Gregory  case, 
because  there  were  a  series  of  transactions  according 
to  plan  and  with  short  intervals  in  between,  and  the 
case  is  referred  to  so  frequently  in  general  that  I 
just  asked  Mr.  [21]  Crouter  if  he  was  going  to 
refer  to  it,  that  is  all. 

Mr,  Crouter:  May  I  say  one  thing  further  along 
that  line,  that  the  Respondent  will  contend  here,  if 
the  Court  please,  that  it  was  not  necessarv  or  in  ac- 
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cordance  with  a  request  or  any  direction  of  the 
Comptroller  of  the  Currency,  that  these  transactions 
have  all  been  carried  out  in  this  way.  And  our  Ex- 
hibit 20-T,  which  will  be  offered,  will  show  to  the 
Court  that  before  these  transactions  were  carried 
out,  the  question  of  how  best  to  handle  them  from 
the  tax  standpoint  was  very  carefully  considered  by 
the  bank  and  its  officers,  and  their  tax  adviser  was 
consulted  as  to  whether  they  could  possibly  do  it  in 
this  way  and  establish  the  tax  losses.  So  the  Com- 
missioner will  argue  on  these  facts  that  while  it  may 
have  started  with  the  Comptroller  of  the  Currency 
and  they  did  have  the  requirement  to  meet  there,  it 
also  was  done  in  this  way  to  attempt  to  establish  a 
lawful  tax  deduction.  So  it  was  sort  of  a  double-bar- 
reled purpose  or  motive,  particularly  the  motive  for 
carrying  it  out  in  this  manner. 

Mr.  Koster :  That,  we  think,  the  Government  will 
not  be  able  to  sustain. 

The  Court:  Well,  you  will  set  forth  your  argu- 
ments in  your  briefs.  Will  you  offer  your  stipula- 
tion now? 

Mr.  Koster :  At  this  time  I  wish  to  offer  a  stipu- 
lation between  the  parties,  a  stipulation  of  facts, 
which  has  [22]  attached  to  it  and  made  a  part  of 
the  stipulation  Exhibits  from  1-A  to  16-P,  and  then 
there  are  also  additional  exhibits  which  were  not 
attached  and  they  were  not  referred  to  in  the  stip- 
ulation. 

The  Court :  Just  hold  that  a  moment,  please.  The 
stipulation  is  received  and  made  a  part  of  the  rec- 
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ord  and  the  exhibits  attached  to  the  stipulation,  Ex- 
hibits 1-A  to  16-P,  are  received  in  evidence. 

(Whereupon  the  documents  were  marked  for 
identification  as  Joint  Exhibits  1-A  to  16-P,  in- 
clusive, and  were  received  in  evidence.) 

JOINT  EXHIBIT  1-A 

March  11,  1941. 
Messrs.  William  P.   Funston,    Supervising   Exam- 
iner, Federal  Deposit  Insurance  Corpora- 
tion; 

R.  B.  West,  Vice  President,  Federal  Re- 
serve Bank  of  San  Francisco ;  and 

Irwin  D.  Wright,  Chief  National  Bank 
Examiner, 

San  Francisco,  California. 

Gentlemen : 

As  you  know,  we  have  maintained  that  our  asset 
values  for  bank  premises  should  be  our  acquisition 
cost  plus  capital  additions  less  depreciation  allow- 
ance for  ordinary  wear  and  obsolescence  from  the 
date  of  acquisition.  We  have  consistently  maintained 
that  the  over-all  book  value  of  our  bank  premises  is 
proper  and  conservative.  In  this  contention  we  be- 
lieve that  we  have  been  sustained  by  current  Ameri- 
can Appraisal  Company  valuations.  You  also  know 
that  there  has  been  disagreement  on  this  question. 

It  is  my  understanding  that  the  adjustment  com- 
mittee appointed  pursuant  to  the  provisions  of  Par- 
agraph 5  of  the  Comptroller's  " Requirements "  of 
March  6,  1940,  is  not  agreed  as  to  the  use  of  the 
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formula  set  forth  in  that  paragraph.  I  understand 
further  that  the  committee  is  prepared  to  give  favor- 
able consideration  to  the  following  plan,  which  will 
be  regarded  as  fully  satisfying  Requirement  5  and 
will  meet  the  basic  ideas  of  the  committee,  and  will 
at  the  same  time  be  consistent  with  the  policy  we 
have  followed. 

We  will  agree  to  establish  a  new  cost  basis  for  the 
bank  premises  listed  in  Exhibit  "A"  hereto  attached 
in  such  manner  as  will  result  in  a  charge  of  approxi- 
mately $1,000,000  against  our  profits  for  the  period 
ending  June  30,  1941,  and  a  similar  charge  in  the 
third  quarter  of  1941.  The  new  cost  basis  to  be  estab- 
lished shall  be  determined  from  the  American  Ap- 
praisal Company  appraisal,  using  the  lowest  ap- 
praisal of  the  American  Appraisal  Company  as  to 
the  particular  properties  involved.  No  adjustment 
will  be  made  as  to  properties  with  respect  to  which 
American  Appraisal  Company's  most  adverse  ap- 
praisal exceeds  book  value. 

Please  advise  us  if  this  plan  has  the  approval  of 
the  committee  and  is  acceptable  as  meeting  all  of 
the  requirements  of  Paragraph  5  of  the  Comp- 
troller's "Requirements"  dated  March  6,  1940,  so 
that  we  may  proceed  without  delay  to  carry  out  the 
contemplated  program. 

Yours  very  truly, 

R.  G.  SMITH, 

Executive  Vice  President. 

Admitted  November  7,  1949. 
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JOINT  EXHIBIT  2-B 

Treasury  Department 
Comptroller  of  the  Currency 

June  16th,  1941. 
Mr.  Russell  G.  Smith 
Executive  Vice  President 
Bank  of  America  National  Trust 
and  Savings  Association, 

San  Francisco,  California. 

Dear  Mr.  Smith : 

In  comiection  with  Paragraph  5  of  "Require- 
ments of  the  Comptroller  of  the  Currency"  dated 
March  6,  1940,  I  am  in  receipt  of  a  communication 
from  the  office  indicating  the  Comptroller's  willing- 
ness to  accept  the  recent  recommendation  of  the 
Committee  that  the  write-off  of  $2,000,000  this  year 
and  approximately  $2,000,000  in  1942  be  accepted 
as  satisfying  the  said  requirement.  It  is  to  be  under- 
stood, of  course,  that  normal  depreciation  upon  bank 
buildings  will  continue. 

Any  or  all  of  the  amount  may  be  charged  to  Un- 
divided Profits  instead  of  the  Unallocated  Reserve 
if  desired,  the  amount  of  that  Reserve,  however,  not 
to  be  reduced  below  $4,000,000  except  after  write-off 
of  the  $2,000,000  in  1941  and  approximately  $2,- 
000,000  in  1942.  In  order  to  bring  this  matter  to 
final  conclusion,  I  desire  to  have  confirmation  in 
writing  from  Mr.  L.  M.  Giannini  or  some  other  qual- 
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ified  officer  of  the  bank,  agreeing  to  the  disposition 
of  the  second  approximate  $2,000,000. 

Very  truly  yours, 

/s/  IRWIN  D.  WRIGHT, 
Chief  National  Bank  Examiner,  Twelfth  Federal 

Reserve  District. 
IDW:K 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  3-C 

June  17,  1941 

Mr.  Irwin  D.  Wright, 
Chief  National  Bank  Examiner, 
Twelfth  Federal  Reserve  District, 
No.  1  Montgomery  Street, 

San  Francisco,  California. 

Dear  Mr.  Wright : 

We  have  received  your  letter  of  June  16  advising 
us  that  you  have  received  a  communication  from  the 
Comptroller  of  the  Currency  indicating  his  willing- 
ness to  accept  the  recent  recommendation  of  the 
committee  appointed  under  paragraph  5  of  the  "Re- 
quirements of  the  Comptroller  of  the  Currency" 
dated  March  6,  1940,  that  the  reduction  of  the  cost 
basis  and  book  value  of  our  banking  premises  of 
$2,000,000  in  1941  and  approximately  $2,000,000  in 
1942  would  be  accepted  as  satisfying  Paragraph  5 
of  the  u Requirements." 

In  our  letter  of  March  11,  1941,  addressed  to  you 
and  other  members  of  the  committee,  we  agree  to 
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establish  a  new  cost  basis  for  the  bank  premises 
which  would  result  in  a  decrease  of  $2,000,000  in  the 
book  values. 

In  accordance  with  our  letter  of  March  11,  we 
have  already  effected  a  reduction  of  $1,000,000  and 
will  effect  a  similar  reduction  in  the  second  half  of 
this  year.  In  compliance  with  your  current  request, 
we  now  agree  to  reduce  our  costs  in  1942  by  the  ad- 
ditional amount  of  approximately  $2,000,000. 

The  new  cost  basis  will  be  determined  from  the 
American  Appraisal  Company's  appraisals,  using 
the  lowest  appraisal  for  each  property.  We  are  not 
at  this  time  requesting  any  adjustment  with  respect 
to  the  investments  in  land  and  buildings  which  the 
American  Appraisal  Company  appraised  in  excess 
of  book  value,  which  properties  the  appraisal  com- 
pany valued  at  $4,700,000  above  book  value. 

We  observe  your  comments  regarding  the  han- 
dling of  the  unallocated  reserve  and  understand  that 
on  conclusion  of  these  arrangements  the  amount  of 
the  reserve  may  be  reduced  to  $4,000,000  and  subse- 
quently reduced  by  the  amount  of  reduction  in  book 
value  of  banking  premises  effected  under  the  terms 
of  this  letter  and  our  previous  communication  of 
March  11,  1941. 

Yours  very  truly, 

R.  G.  SMITH, 

Executive  Vice  President. 
Extra  Copy  to  Mr.  Wright. 
Copy  to  Mr.  L.  M.  Giannini. 
Admitted  November  7,  1949. 
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JOINT  EXHIBIT  4-D 

December  9,  1941 
Mr.  William  F.  Huck, 
National  Bank  Examiner, 
#1  Montgomery  Street, 
San  Francisco,  California. 

Dear  Mr.  Huck: 

In  your  Report  of  Examination  of  this  Bank, 
commenced  on  August  8th,  you  commented  as  fol- 
lows with  respect  to  banking  premises : 

"In  view  of  the  excessive  book  values  of  a 
number  of  properties  carried,  book  values  are  to 
be  reduced  by  periodical  charge-offs  of  at  least 
$2,000,000  per  annum  in  addition  to  the  regular 
depreciation  taken.  This  program  is  to  be  con- 
tinued until  respective  book  values  of  all  have 
been  reduced  to  sound  values." 

Your  comment  does  not  correctly  interpret  the 
agreement  with  the  Comptroller  of  the  Currency, 
with  which  you  are  familiar,  but  causes  it  to  appear 
indefinite  whereas  in  fact  it  was  definite  and  spe- 
cific. You  will  remember  that  the  agreement  was 
made  after  detailed  consideration  of  the  matter  by 
the  special  committee  appointed  in  accordance  with 
the  "Requirements  of  the  Comptroller  of  the  Cur- 
rency" and  after  extended  negotiations.  You  will 
also  remember  that  the  conclusions  were  accepted  by 
all  parties  in  an  effort  to  compose  a  difference  of 
opinion. 

We  maintained  then  and  still  maintain  that  our 
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carrying  value  of  bank  premises  should  be  our  ac- 
quisition cost  plus  capital  additions  less  deprecia- 
tion. We  consistently  maintained,  and  continue  to 
maintain,  that  the  actual  value  of  our  bank  premises 
greatly  exceeds  the  book  value.  Our  contention  in 
this  regard  was  confirmed  by  the  appraisals  of  the 
American  Appraisal  Company. 

I  am  enclosing  copies  of  the  correspondence  ex- 
changed between  this  Bank,  the  committee  appointed 
by  the  Comptroller,  and  the  Chief  National  Bank 
Examiner  of  the  Twelfth  District.  You  will  observe 
that  the  final  agreement  approved  by  the  Comp- 
troller of  the  Currency  was  that  we  would  establish 
a  new  cost  basis  for  certain  banking  premises  which 
would  result  in  a  reduction  of  approximately  $4,- 
000,000  in  the  book  values.  The  new  cost  basis  was 
to  be  determined  from  the  American  Appraisal 
Company's  appraisals,  using  the  lowest  appraisal 
for  each  property  but  without  claiming  any  credit 
for  the  excess  of  $4,700,000  in  properties  which  the 
American  Appraisal  Company  appraised  above  book 
values. 

As  you  know,  during  the  current  year  we  reduced 
the  book  values  of  banking  premises  by  $2,000,000  in 
accordance  with  the  above-mentioned  agreement. 
This  has  been  in  addition  to  normal  depreciation. 
We  are  also  prepared  fully  to  carry  out  the  provi- 
sions of  the  agreement,  Manifestly  it  is  not  unrea- 
sonable to  expect  that  your  Examination  Report 
would  take  cognizance  of  the  provisions  of  the  a<>ree- 
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ment  approved  by  the  Comptroller  of  the  Currency. 
Cordially  yours, 

R.  G.  SMITH, 

Executive  Vice  President. 

Copies  to :  Mr.  W.  P.  Folger, 

Chief  National  Bank  Examiner, 

Room  230%, 

Treasury  Building, 

Office  of  the  Comptroller  of  the  Currency, 

Washington,  D.  C. 

Mr.  Irwin  D.  Wright, 

Chief  National  Bank  Examiner, 

1  Montgomery  St.,  Room  925, 

San  Francisco,  Calif. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  5-E 

March  20,  1942 
Mr.  Irwin  D.  Wright, 
Chief  National  Bank  Examiner, 
#1  Montgomery  Street,  Room  #921, 
San  Francisco,  California. 

Dear  Mr.  Wright : 

This  is  in  further  reference  to  our  exchange  of 
correspondence  in  June  of  last  year,  particularly 
your  letter  of  June  16,  1941,  and  our  response  of 
June  17,  1941.  This  correspondence  related  to  the 
adjustment  of  the  book  values  of  certain  of  our 
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banking  premises  and  our  agreement  to  reduce  book 
costs  by  an  aggregate  of  $4,000,000. 

As  explained  to  you  the  other  day,  the  Bureau  of 
Internal  Revenue  has  made  an  examination  of  the 
Bank's  tax  returns  and  depreciation  schedules  for 
the  years  1936  to  1940,  inclusive,  and  has  revised  the 
Bank's  depreciation  schedules  as  claimed  on  tax  re- 
turns. After  the  revenue  agent's  adjustments  are 
made  the  cost,  less  depreciation,  on  the  books  of  the 
Bank,  as  of  December  31,  1940,  will  be  approxi- 
mately $413,000,  in  excess  of  the  cost,  less  deprecia- 
tion, on  the  tax  returns. 

We  now  propose  to  reduce  the  book  value  of  bank- 
ing premises  so  that  the  depreciated  cost  as  appear- 
ing on  our  books  will  be  the  same  as  the  tax  return 
schedules.  When  the  1940  figures  are  adjusted  to  De- 
cember 31, 1941,  the  total  amount  of  adjustment  will 
result  in  a  reduction  in  book  values  of  approxi- 
mately $350,000. 

This  will  also  confirm  our  proposal  to  effect  a  re- 
duction of  the  cost  of  our  new  Head  Office  Building 
at  300  Montgomery  Street.  As  explained  to  you  the 
construction  costs  have  now  been  paid  and  the  in- 
vestment will  now  be  set  up  in  the  proper  accounts 
of  building,  furniture,  fixtures  and  safe  deposit 
equipment.  In  setting  up  these  costs,  we  propose  to 
write  off  a  substantial  portion  of  the  building  cost 
by  a  charge  to  expense. 

We  should  appreciate  it  if  you  would  confirm  our 
understanding  that  the  above  adjustments  will  be 
regarded  as  a  further  compliance  with  the  Require- 
ments of  the  Comptroller,  with  respect  to  the  carry- 
ing value  of  bank  premises  and  that  such  adjust- 
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merits  may  be  charged  to  the  balance  of  Unallocated 
Reserve  or  Undivided  Profits  as  we  may  elect. 

Yours  very  truly, 

R.  G.  SMITH, 

Executive  Vice  President. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  6-F 

Treasury  Department 
Comptroller  of  the  Currency 

April  11,  1942. 
Mr.  R.  G.  Smith, 
Executive  Vice  President, 
Bank  of  America  N.  T.  &  S.  A., 
300  Montgomery  Street, 
San  Francisco,  California. 

Dear  Mr.  Smith : 

This  is  in  response  to  your  letter  dated  March  20, 
1942,  asking  approval  of  certain  contemplated  ad- 
justments in  the  book  values  of  banking  houses  as 
constituting  further  partial  compliance  with  the  re- 
quirement that  book  value  of  your  banking  prem- 
ises be  reduced  by  $4,000,000. 

We  have  never  conceded,  and  do  not  now  concede, 
that  this  department  is  any  anywise  bound  by  the 
principles  followed  by  the  Internal  Revenue  Depart- 
ment, On  the  contrary,  it  seems  to  me  that  the  de- 
sires of  the  two  departments  are  unavoidably  in 
direct  opposition.  Nonetheless,  reduction  of  the  book 
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value  of  certain  of  your  buildings  to  bring  them  into 
line  with  cost-less-depreciation  figures  of  lower 
amount  established  by  the  Internal  Revenue  Depart- 
ment, appears  to  be  an  entirely  worthy  undertaking ; 
the  sum  of  approximately  $350,000.  charged  off  for 
this  purpose  is  accordingly  approved  as  applying 
toward  satisfaction  of  the  Comptroller's  require- 
ments. 

With  regard  to  the  adjustment  which  you  contem- 
plate making  in  the  book  value  of  your  new  Head 
Office  building,  I  am  unable  to  make  a  commitment 
without  qualification.  There  were  undoubtedly  a 
number  of  sizable  disbursements  made  in  connection 
with  this  project  which  in  my  opinion  should  not  be 
capitalized,  for  the  reason  that  they  represented 
neither  actual  cost  of  new  construction  nor  tangible 
addition  to  value  of  the  old  portion  of  the  building. 
Assuming  that  no  such  disbursements  have  been  cap- 
italized, then  any  charge-offs  made  against  book 
value  would  be  allowable.  On  the  other  hand,  I  can- 
not approve,  as  partial  compliance  with  require- 
ments, charge-offs  whose  effect  is  merely  to  eliminate 
items  which  never  (in  my  opinion,  unaffected  by 
Internal  Revenue  rules)  should  have  been  capi- 
talized. 

In  this  connection,  a  simple  method  of  circumvent- 
ing debate  occurs  to  me.  A  reduction  of  $1,000,000.00 
in  the  book  value  of  the  land  upon  which  your  Head 
Office  is  located  would  be  entirely  acceptable  to  me, 
and  would  eliminate  from  the  current  discussion  the 
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question  of  the  propriety  of  capitalizing  expenses  of 
the  nature  described  above. 

Very  truly  yours, 

/s/  IRWIN  D.  WRIGHT, 
Chief  National  Bank  Examiner,  Twelfth  Federal 

Reserve  District. 
IDW:A 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  7-G 

This  Indenture  of  Lease,  dated  this  first  day  of 
August,  1936,  by  and  between  Merchants  National 
Realty  Corporation,  herein  called  the  Lessor,  and 
Bank  of  America  National  Trust  and  Savings  As- 
sociation, a  national  banking  association,  with  its 
office  and  principal  place  of  business  in  the  City 
and  County  of  San  Francisco,  State  of  California, 
herein  called  the  Lessee, 

Witnesseth : 

The  Lessor  leases,  demises  and  rents  to  the 
Lessee,  and  the  Lessee  taken  and  hires  of  and  from 
the  Lessor,  all  those  certain  parcels  of  real  property 
situate,  lying  and  being  in  the  State  of  California, 
and  more  particularly  hereinafter  described,  all  of 
which  said  parcels  are  now  being  used  by  the  Lessee 
as  its  banking  premises  at  the  locations  hereinafter 
designated.  The  said  parcels  are  more  particularly 
described  as  follows,  to  wit : 
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(Description  of  properties.) 

To  Have  and  to  Hold  the  above-described  prem- 
ises, with  the  rights,  privileges,  easements  and  ap- 
purtenances thereunto  belonging  and  appertain- 
ing, for  a  period  of  ten  (10)  years,  commencing  on 
the  first  day  of  August,  1936,  and  ending  at  mid- 
night on  the  31st  day  of  July,  1946,  the  Lessee 
yielding  and  paying  the  rental  therefor  and  observ- 
ing the  obligations  hereof  on  the  Lessee's  part  to 
be  kept  and  performed  as  hereinafter  provided. 

First:  Rental.  The  Lessee,  in  consideration  of 
the  leasing  of  said  premises  as  aforesaid,  does 
hereby  covenant  and  agree  to  pay  the  Lessor  as 
rent  for  said  property  an  amount  equal  to  the 
total  of  all  expenses  and  charges  of  the  Lessor, 
which  are  allowable  to  the  Lessor,  Merchants  Na- 
tional Realty  Corporation,  as  deductions  from  gross 
income  for  Federal  income  tax  purposes,  less  an 
amount  equal  to  the  total  income  of  the  Lessor 
derived  from  all  sources  other  than  the  rental  to 
be  paid  hereunder. 

Second:  Accrual  and  Payment  of  Rent.  The 
rental  payable  under  this  lease  shall  be  payable 
monthly  on  the  first  day  of  each  and  every  month. 
Ten  (10)  days  before  the  first  day  of  January  of 
each  year,  the  Lessor  shall  make  an  estimate  of  the 
total  amount  of  the  deductions  allowable  to  Mer- 
chants National  Realty  Corporation  as  deductions 
from  gross  income  for  Federal  income  tax  pur- 
poses for  the  ensuing  year.  There  shall  then  be 
deducted  from  said  estimated  amount  an  amount 
equal  to   the   total   income   of  the   Lessor   derived 
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from  all  sources  other  than  the  rental  to  be  paid 
hereunder,  and  the  monthly  rent  payable  during 
said  year  shall  be  one- twelfth  (l/12th)  of  the 
amount  so  remaining  after  said  deduction.  Said 
amount  shall  be  paid  monthly  as  rental  during  said 
year  unless,  during  said  year,  the  Lessor  recom- 
putes and  re-estimates  in  like  manner  the  amount 
of  rental  payable  hereunder  and  notifies  the  said 
Lessee  that  the  estimate  has  been  changed,  and  after 
such  notice  the  rent  payable  for  subsequent  months 
shall  be  based  upon  said  revised  computation,  due 
allowance  being  made  for  the  amount  of  rental 
theretofore  paid.  Within  thirty  (30)  days  after 
the  end  of  each  year,  the  Lessor  shall  determine 
from  its  records  the  amount  of  deductions  allow- 
able to  Merchants  National  Realty  Corporation  as 
deductions  from  gross  income  for  Federal  income 
tax  purposes,  and  after  deducting  therefrom  an 
amount  equal  to  the  total  income  of  the  said  Lessor 
derived  from  all  sources  other  than  the  rental  re- 
ceived hereunder,  shall  notify  the  said  Lessee  of  the 
amount  thereof,  and  the  rental  paid  by  the  Lessee 
during  the  previous  year  shall  be  adjusted  to  con- 
form to  said  determined  amount,  by  the  additional 
payment  by  the  Lessee,  to  the  Lessor,  or  by  refund 
from  the  Lessor  to  the  Lessee,  as  the  case  may  be. 

Third:  Use  of  the  Premises.  Lessee  agrees  that 
it  will  not  use  or  suffer  to  be  used,  the  demised 
premises  or  any  part  thereof,  in  violation  of  the 
laws  of  the  United  States  or  of  the  State  of  Cali- 
fornia, or  of  the  ordinances  of  any  municipal  or 
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other  political  subdivision  in  which  the  leased  prem- 
ises are  situated,  or  the  lawful  orders  or  regulations 
of  any  governmental  authority.  Lessee  further 
agrees  that  it  will  at  all  times  keep  and  maintain 
the  demised  premises  in  like  good  order  and  condi- 
tion as  when  received,  ordinary  wear  and  tear  ex- 
cepted; provided  that  the  Lessee  shall  not  be  re- 
quired to  restore  the  said  premises  or  any  part 
thereof  in  case  of  such  damage  or  destruction  by 
fire  or  other  cause  as  may  render  the  same  unten- 
able, but  under  such  circumstances  the  Lessee  shall 
not  be  relieved  from  its  obligation  to  pay  the  rent 
reserved  hereunder.  The  Lessee  shall  pay  promptly, 
and  prior  to  delinquency,  all  charges,  rates  and 
assessments  for  gas,  water,  electricity,  heat,  power, 
telephone  and  any  and  all  other  utility  services 
rendered  to  it  in  connection  with  its  use  or  occu- 
pancy of  the  demised  premises. 

Fourth :  Liability.  The  Lessee  further  covenants 
and  agrees  that  the  Lessor  shall  not  at  any  time  or 
to  any  extent  be  liable  or  responsible  for,  and  that 
the  Lessee  shall  and  will  forever  indemnify  and 
hold  harmless  the  said  Lessor  from  and  against 
any  and  all  liability  and/or  claims  of  liability  on 
account  of  any  injury  or  death  of  any  person  or 
persons,  and  on  account  of  any  loss  or  damage  to 
the  property  in,  on  or  about  the  demised  premises 
or  any  portion  thereof  for  which  the  Lessor  as 
owner  or  otherwise,  may  be  held  liable  during  the 
term  of  this  lease. 

Fifth :  Inspection  of  Premises.  The  Lessor  may 
at   any  and  all   reasonable  times   enter  upon  the 
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demised  premises  for  the  purpose  of  inspecting 
the  same,  or  of  doing  any  work  or  repair  or  altera- 
tion or  construction  thereon,  or  of  posting  any, 
notice  or  notices  of  non-responsibility,  but  the 
Lessor  does  not,  by  the  execution  hereof  or  other- 
wise, assume  any  obligation  to  make  any  repairs  of 
any  character,  except  that  in  the  event  the  said 
premises,  or  any  of  them,  shall  be  totally  or  par- 
tially destroyed  or  damaged  by  fire,  earthquake  or 
any  other  casualty  against  which  the  Lessor  carries 
insurance,  or  is  self-incurred  by  setting  up  reserves, 
then  and  in  that  event  the  said  Lessor  shall,  with 
due  diligence,  repair  the  damage  done  or  rebuild 
the  premises,  as  the  case  may  be. 

Sixth:  Default.  Time  is  of  the  essence  of  this 
indenture  of  lease.  In  the  case  the  Lessee  shall 
make  default  in  the  payment  of  any  installment  or 
rent  or  of  any  other  sum  herein  required  to  be  paid 
by  it,  or  in  the  observance  or  performance  of  any 
condition  or  covenant  by  it  to  be  observed  or  per- 
formed, and  such  default  shall  continue  for  a  period 
of  thirty  (30)  days  after  written  notice  from  the 
Lessor  to  make  such  payment  or  to  observe  or 
perform  such  condition  or  covenant,  then  the  Lessor 
may,  without  further  notice,  terminate  this  lease 
and  declare  the  same  of  no  further  force  and  effect, 
reenter  upon  said  premises  and  remove  the  Lessee 
and  all  persons  holding  under  it  therefrom,  using 
all  necessary  force  so  to  do,  and  relet  the  said 
premises  or  any  part  thereof  at  such  rental  and 
upon  such  conditions  as  it  may  deem  proper,  ap- 
plying the  proceeds  thereof,  less  expenses  actually 
incurred,  upon  the  amount  due  from  the  Lessee 
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hereunder,  the  Lessee  being  liable  for  any  defi- 
ciency. 

Seventh:  Attorney  Fees.  In  case  any  action  be 
brought  by  the  Lessor  to  enforce  this  lease  or  any 
provision  hereof,  the  Lessee  agrees  to  pay  the 
reasonable  attorney  fees  incurred  by  the  Lessor  in 
such  action,  the  amount  thereof  to  be  fixed  by  the 
court. 

Eighth:  Waiver.  No  delay  or  omission  of  the 
Lessor  to  exercise  any  right  or  power  or  to  take 
any  action  arising  from  any  default  on  the  part  of 
the  Lessee  hereunder,  shall  be  construed  to  be  a 
waiver  of  any  such  default  or  an  acquiescence 
therein.  In  case  the  Lessor  shall  have  proceeded 
to  enforce  any  right  afforded  to  it  by  the  terms 
hereof,  and  such  proceedings  have  been  discon- 
tinued or  abandoned  or  waived,  or  have  been  deter- 
mined adversely  to  the  Lessor,  then  and  in  each 
such  case  the  Lessor  shall  be  restored  to  its  former 
position  and  rights  hereunder,  and  all  its  obliga- 
tions, remedies,  rights  and  powers  shall  continue 
as   though   no   such   proceedings   had   been   taken. 

Ninth:  Condition  of  Property.  The  Lessor  has 
examined  and  knows  the  condition  of  the  premises 
hereby  leased,  and  every  part  thereof,  and  it  hereby 
acknowledges  that  said  premises  are  in  good  condi- 
tion and  repair. 

Tenth:  Additions,  Eliminations  and  Substitu- 
tions. It  is  agreed  that  from  time  to  time  the  Lessor 
and  the  Lessee  may  add  to  the  parcels  of  property 
covered  by  this  lease,  by  agreeing  that  the  same 
shall  become  a  part  of  the  property  covered  hereby. 
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When  any  such  parcel  is  added,  as  herein  provided, 
it  shall  become  subject  to  all  the  terms  and  condi- 
tions of  this  lease,  to  the  same  extent  as  though  it 
had  been  originally  described  herein.  With  like 
effect,  and  in  the  same  manner,  parcels  now  subject 
to  this  lease  may  be  eliminated  herefrom  and  in 
like  manner  and  with  like  effect  other  parcels  of 
property  may  be  substituted  for  the  parcels  either 
now  subject  or  hereafter  to  become  subject  to  the 
terms  of  this  lease. 

Eleventh :  Successors.  This  indenture  of  lease 
shall  bind  and  inure  to  the  benefit  of  the  successors 
and  assigns  of  the  Lessor  and  the  Lessee. 

In  Witness  Whereof,  the  parties  hereto  have 
caused  their  corporate  names  to  be  hereunto  sub- 
scribed and  their  corporate  seals  to  be  affixed 
hereto,  by  their  proper  officers  thereunto  duly  au- 
thorized, the  day  and  year  first  hereinabove  written. 
[Seal]  MERCHANTS  NATIONAL 

REALTY  CORPORATION, 
By  A.  S.  SEARBORO, 
President. 
R.  P.  A.  EVERARD, 

Secretary. 
BANK  OF  AMERICA 

NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION, 
By  R.  G.  SMITH, 

Vice  President. 
A.  W.  TWOMEY, 
Ass't  Sect, 
Admitted  November  7,  1949. 


JOINT  EXHIBIT  8-H 

Bank  of  America  N.T.  and  S.A. 

v  Deeded  by  Bank  to  Capital  Co.  &  by  Capital  Co.  to  M.N.R. 

Years  1941  and  1943 


Check  Received 

Reserve  for  by  Bank  From 

Property                                  Cost  Depreciation  Net  Cost  Capital  Co. 

r  1941   Pctaluma    *    174,619.48  $  16,408.78  $    158.210.70  $      95,648.00 

Vallejo  Com'l  72,140.00  3,077.09  69,062.91  55.240.00 

Mountain  View  73,170.60  19,911.32  53,259.28  30,957.00 

Stockton  M.  0 1.429,780.65  316,155.90  1.113,624.75  710,596.00 

Atwater    30,514.50  7,310.59  23,203.91  17,484.00 

Glen  Park 16,216.41  1,938.04  14,278.37  7,975.00 

29th  &.  Mission 95,068.31  7.917.03  87,151.28  64,393.00 

8th  &  Vermont 177,775.80  44,728.49  133,047.31  60,795.00 

Seventh  &  Westlakc 230,695.96  59,991.93  170,704.03  42,356.00 

Market-New  Montg 1.510,505.52  271,821.09  1,238,6S4.43  822,843.78 

Hvnes  25,917.65  1.4S6.67  24,430.98  14,218.00 

Melrose  (Oakland)  66,597.39  11,003.46  55,593.93  37,419.00 

Elmlmrst   61,859.65  7,965.85  53,893.80  39,496.00 

Grand  534,000.40  S2.772.88  451,227.52  344,989.64 

:  Br'oadwav 82,798.91  5,391.43  77.407.4S  30,6112  00 

10th  &  Pacific 96,456.78  3,686.45  92,770.33  61.068.00 

Total  1941 $4,678,118.01  $861,567.00  $3,816,551.01  $2,436,080.42 

ear  1943   Palo  Alto  $    200,575.94  $41,441.37  $    159,134.57  $    107,788.76 

Fall  Brook  10,561.60  1.329.30  9,232.30  7,477.09 

Sacramento  Main  1,505,312.78  445,475.13  1,059,837.65  971,262.59 

Santa  Maria 72,230.47  13.8S5.67  58,344.80  52,019.79 

Oakland  Main  2.076.S34.44  378,437.66  1,698,396.78  1,441,888.17 

38th  &  Balboa  43,075.90  9,418.55  33,657.35  30,554.28 

Mission  23rd  278,556.23  21,434.71  257,121.52  208,821.54 

74th  &  McArthur 45,047.70  5,642.65  39,405.05  33,647.17 

Total  1943 $4,232,195.06  $917,065.04  $3,315,130.02  $2,853,459.39 

Admitted  November  7,  1949. 
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$    105.60 

61.05 

34.10 

782.10 

19.25 

8.80 

70.95 


9M.-..30 
15.95 
41,25 
43.45 

379.50 
34.10 
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Corp. 

Loss  Shown 

on  Bank's 

Books  and 

Tax  Return 

$    62,668.30 

13.883.96 

22,336.38 

403,810.85 

5,739.16 

6,312.17 

22.829.23 

72.252.31 

128,348.03 

416.745.95 

10,228.93 

18,216.18 

14.441.25 

106,617.38 

46,839.58 

31,769.98 


4-  941 

4-  9-41 

4-  9-41 

4-  9-41 

4-  9-41 

4-  9-41 

4-  '1-41 

4-  9-41 

4-  9-41 
9.19-41 

4-  9-41 


9-19-41 
4-  9-41 
4-  9-41 


6-21-41 
6-21-41 
6.21-41 
6.  3-41 
6-21-41 
6-21-41 
6-21-41 
6-21-41 
6-2141 

11-  1-41 
6-21-41 
6-21-41 
6-21-41 

11-  1-41 
6-21-41 
6-21-41 


$2,569.05 

$1,383,039.64 

$    118.80 

$  51.464.61 

5-  7-43 

G-  N-43 

8.25 

1.763.46 

a-  7-43 

6-  8-43 

1.068.65 

89,643.71 

6-30-43 

7-2943 

57.75 

6,382.76 

5-  7-43 

6-  843 

1,586.20 

258,094.81 

6-30-43 

7-29-43 

34.10 

3,137.17 

5-  7-43 

6-  8-43 

229.90 

48,529.88 

3-3143 

4-3043 

37.40 

5,795.28 

5-  7-43 

6-  843 

1,141.05       $464,811.68 


JOINT  EXHIBIT  9-1 

Merchants  National  Realty  Corporation 
- 1  )eeded  by  Merchants  to  Capital  Co.  &  by  Capital  Co.  to  Bank  of  An 
Years  1941  and  1942 


Cheek  Received 

Reserve  for  by  Merchants  Revenue 

Property                                    Cost  Depreciation  Net  Cost     Prom  Capital  Co.  Stamps 

■arl941   American  Ave       $    484.172.83  $21,894.98  $    462,277.85  $163,882.20  $180.40 

Atlantic  Whittier          271,994.26  36.904.55  235,089.71  184,595.36  203.50 

Torrance                             ..        103,108.22  11,902.88  91,205.34  43,946.40  48.40 

Western  Santa  Monica 288,445.21  24,672.70  263,772.51  157,153.03  173.25 

Total  1941 $1,147,720.52  $  95,375.11  $1,052,345.41  $549,576.99  $605.55 

ear  1942   Chula  Vista      $      49,054.92  $  22,825.25  $  26,229.67  $  13.506.74  $  15.40 

Colorado-Mentor     113.665.27  13,641.49  100,023.78  50,572.79  56.10 

Compton                                      122,172.92  17.824.31  104,348.61  73,337.17  80.85 

Estado-Cota                101,400.90  18.412.66  S2.9SS.24  48.050.05  53.35 

Fullerton                             ...      205,013.45  30,429.18  174,584.27  88,643.54  97.90 

Hillcrcst                                     75,147.98  20,674.22  54,473.76  31,635.16  35.20 

Lancaster          54,455,80  16,639.33  37.816.5:1  15.877.98  17.60 

Molrose-La  Brea  151,956.88  18,859.94  133,096.94  70,091.23  77.55 

Seventh  &  Hoover 193,983.25  42,371.68  151,611.57  42,478.10  46.75 

Wilmington  75,248.23  15,739.30  59,508.93  27,406.64  30.25 

Total  1942 $1,142,099.66  $217,417.36  $924,682.30  $461,599.40  $510.95 

Admitted  November  7,  1949. 


Loss  shown  Date  of 

on  Merchant's     Execution  and 

Books  and  Delivery  of  1  leed 

Tax  Return    Mercli,  to  Cap.  I  !o. 

$298,576.05  9.15-41 

50,697.85  9-15-41 

47,307.34  9-15-41 

106,792.73  9-15-41 


Date  of 

Execution  and 

Del.  of  Deed  Cap. 

Co.  to  B.  of  A. 

11-  1-41 

11-  141 

11-  1-41 

11-  1-41 


$503,373.97 

$  12,738.33 

11- 

2-42 

12-  3-42 

49.507.(19 

3- 

242 

5 

1-42 

31.092.29 

11- 

''-42 

12 

3-42 

34.991.54 

11- 

2-42 

12 

3-42 

86,038  63 

11- 

2-42 

12 

3-42 

22.S73.80 

11- 

2-42 

12 

3-42 

21,956.15 

11- 

2-42 

12 

3-42 

63,083.26 

11- 

2-42 

12 

3-42 

109,180.22 

3- 

2-42 

5 

142 

32,132.54 

11- 

242 

12 

3-42 

vs.  Commissioner  of  Internal  Revenue  81 

JOINT  EXHIBIT  10-J 
This  Indenture  of  Lease,  made  and  entered  into 
this  Seventh  day  of  May,  1943,  by  and  between 
Capital  Company,  a  corporation,  organized  and 
existing  under  the  laws  of  the  State  of  California, 
hereinafter  called  the  Lessor,  and  Bank  of  Amer- 
ica National  Trust  and  Savings  Association,  a  na- 
tional banking  association,  hereinafter  called  the 
Lessee, 

Witnesseth : 

That  Lessor  leases,  demises  and  rents  to  the 
lessee  and  the  lessee  takes  and  hires  of  and  from 
the  lessor  all  that  certain  parcel  of  real  property 
situate,  lying  and  being  in  the  City  of  Oakland, 
County  of  Alameda,  State  of  California,  and  more 
particularly  described  as  follows: 

Lots  Numbered  Six  (6),  Seven  (7)  and 
Eight  (8)  in  Block  Numbered  Seventeen  (17), 
as  said  Lots  and  Block  are  laid  down,  deline- 
ated and  so  designated  upon  that  certain  map 
entitled,  "Electric  Loop  Tract,  Oakland,  Ala- 
meda County,  California  1914,"  and  filed  in  the 
office  of  the  County  Recorder  of  said  County  of 
Alameda,  on  the  15th  day  of  April,  1914,  in 
Map   Book   28,   at   pages   65   and   66   thereof, 

together  with  the  improvements  thereon. 

This  lease  is  subject  to  existing  leases  and  ten- 
ancies covering  portions  of  the  above-referred-to 
improvements  hereby  demised,  of  which  leases  the 
lessee  admits  full  knowledge,  and  the  lessor  does 
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hereby  assign  unto  the  lessee  all  of  the  right,  title 
and  interest  of  the  lessor  in  and  to  said  leases  or 
any  of  them  and  all  rentals  to  accrue  thereunder, 
and  any  cash  deposit  or  deposits  given  to  secure 
the  performance  of  any  of  said  leases,  and  the 
lessee  agrees  that  it  will  for  and  throughout  the 
full  term  of  this  lease  fulfill  and  perform  all  cove- 
nants, promises  and  undertakings  on  the  part  of 
the  lessor  in  said  leases  and  any  of  them  contained, 
and  hold  the  lessor  herein  safe  and  harmless  from 
any  and  all  liability  to  the  lessees,  all  or  any  of 
them  in  said  leases  named  and  their  respective  suc- 
cessors and  assigns  by  reason  of  any  default  in  the 
performance  by  the  lessee  herein  of  the  covenants, 
promises  and  undertakings  on  the  part  of  the 
lessor,  or  its  successor  in  interest,  in  any  of  said 
leases  contained. 

To  Have  and  to  Hold  the  above-described  prem- 
ises with  the  rights,  privileges,  easements  and 
appurtenances  thereunto  belonging  and  appertain- 
ing, for  a  period  of  one  year,  commencing  on  7th 
day  of  May,  1943,  and  ending  on  the  6th  day  of 
May,  1944,  the  lessee  yielding  and  paying  the  ren- 
tal therefor  and  reserving  the  obligations  hereof 
on  the  lessee's  part  to  be  kept  and  performed  as 
hereinafter  provided. 

First:  Rental.  The  lessee,  in  consideration  of 
the  leasing  of  said  premises  as  aforesaid,  does 
hereby  covenant  and  agree  to  pay  as  rental  for 
the  use  and  occupancy  of  the  said  premises  the 
sum  of  $2,018.83  in  equal  installments  of  $168.24, 
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payable  monthly  in  advance,  commencing  with  the 
first  day  of  the  term  hereof. 

Second :  Use  of  the  premises.  Lessee  agrees  that 
it  will  not  use  or  suffer  to  be  used,  the  demised 
premises  or  any  part  thereof,  in  violation  of  the 
laws  of  the  United  States  of  America,  or  of  the 
State  of  California,  or  of  the  ordinances  of  any 
municipal  or  other  political  subdivision  in  which 
the  leased  premises  are  situated,  or  the  lawful 
orders  or  regulations  of  any  governmental  author- 
ity. Lessee  further  agrees  that  it  will  at  all  times 
keep  and  maintain  the  demised  premises  in  like 
good  order  and  condition  as  when  received,  ordi- 
nary wear  and  tear  excepted;  provided  that  the 
lessee  shall  not  be  required  to  restore  the  said 
premises  or  any  part  thereof  in  case  of  such  dam- 
age or  destruction  by  fire  or  other  cause  as  may 
render  the  same  untenantable,  but  under  such  cir- 
cumstances, the  lessee  shall  not  be  relieved  from  its 
obligation  to  pay  the  rent  reserved  hereunder.  The 
lessee  shall  pay  promptly,  and  prior  to  delinquency, 
all  charges,  rates  and  assessments  for  gas,  water, 
electricity,  heat,  power,  telephone  and  any  and  all 
other  utility  services  rendered  to  it  in  connection 
with  its  use  or  occupany  of  the  demised  premises. 

Third:  Liability.  The  lessee  further  covenants 
and  agrees  that  the  lessor  shall  not  at  any  time  or 
to  any  extent  be  liable  or  responsible  for,  and  that 
the  lessee  shall  and  will  forever  indemnify  and  hold 
harmless  the  said  lessor  from  and  against  any  and 
all  liability  and/or  claims  of  liability  on  account 
of  any  injury  or  death  of  any  person  or  persons, 
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and  on  account  of  any  loss  or  damage  to  property 
in,  on  or  about  the  demised  premises  or  any  por- 
tion thereof  for  which  the  lessor,  as  owner  or 
otherwise,  may  be  held  liable  during  the  term  of 
this  lease. 

Fourth :  Inspection  of  Premises.  The  lessor  may 
at  any  and  all  reasonable  times  enter  upon  the 
demised  premises  for  the  purpose  of  inspecting  the 
same,  or  of  doing  any  work  or  repair  or  alteration 
or  construction  thereon,  or  of  posting  any  notice 
or  notices  of  non-responsibility,  but  the  lessor  does 
not,  by  the  execution  hereof  or  otherwise,  assume 
any  obligation  to  make  any  repairs  of  any  char- 
acter, except  that  in  the  event  the  said  premises,  or 
any  of  them,  shall  be  totally  or  partially  damaged 
or  destroyed  by  fire,  earthquake  or  other  casualty 
against  which  the  lessor  carries  insurance,  or  is 
self-insured  by  setting  up  reserves,  then  and  in  that 
event  the  said  lessor  shall,  with  due  diligence  re- 
pair the  damage  done  or  rebuild  the  premises,  as 
the  case  may  be. 

Fifth:  Default.  Time  is  of  the  essence  of  this 
indenture  of  lease.  In  case  the  lessee  shall  make 
default  in  the  payment  of  any  installment  of  rent 
or  of  any  other  sum  herein  required  to  be  paid  by 
it,  or  in  the  observance  or  performance  of  any 
condition  or  covenant  by  it  to  be  observed  or  per- 
formed, and  such  default  shall  continue  for  a 
period  of  thirty  (30)  days  after  written  notice 
from  the  lessor  to  make  such  payment  or  to  observe 
or  perform  such  condition  or  covenant,  then  the 
lessor  may,  without  further  notice,  terminate  this 
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lease  and  declare  same  of  no  further  force  and 
effect,  reenter  upon  said  premises  and  remove  the 
lessee  and  all  persons  holding  under  it  therefrom, 
using  all  necessary  force  so  to  do,  and  relet  the  said 
premises  or  any  part  thereof  at  such  rental  and 
upon  such  conditions  as  it  may  deem  proper,  ap- 
plying the  proceeds  thereof,  less  expenses  actually 
incurred,  upon  the  amount  due  from  the  lessee 
hereunder,  the  lessee  being  liable  for  any  deficiency. 

Sixth:  Attorney  Pees.  In  case  any  action  be 
brought  by  the  lessor  to  enforce  this  lease  or  any 
provision  hereof,  the  lessee  agrees  to  pay  the  rea- 
sonable attorney  fees  incurred  by  the  lessor  in  such 
action,  the  amount  thereof  to  be  fixed  by  the  court. 

Seventh:  Waiver.  No  delay  or  omission  of  the 
lessor  to  exercise  any  right  or  power  or  to  take 
any  action  arising  from  any  default  on  the  part  of 
the  lessee  hereunder,  shall  be  construed  to  be  a 
waiver  of  any  such  default  or  an  acquiescence 
therein.  In  case  the  lessor  shall  have  proceeded  to 
enforce  any  right  afforded  to  it  by  the  terms  hereof, 
and  such  proceedings  have  been  discontinued  or 
abandoned  or  waived,  or  have  been  determined  ad- 
versely to  the  lessor,  then  and  in  each  such  case, 
the  lessor  shall  be  restored  to  its  former  position 
and  rights  hereunder,  and  all  its  obligations,  reme- 
dies, rights  and  powers  shall  continue  as  though 
no  such  proceedings  had  been  taken. 

Eighth:  Condition  of  Property.  The  lessee  has 
examined  and  knows  the  condition  of  the  premises 
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hereby  leased,  and  every  part  thereof,  and  it  hereby 
acknowledges  that  said  premises  are  in  good  condi- 
tion and  repair. 

Ninth:  Taxes,  Assessments  and  Fire  Insurance. 
The  taxes  and  assessments  levied  against  the  de- 
mised premises  have  been  paid  through  June  30, 
1943,  and  as  additional  consideration  for  the  lessor 
entering  into  this  lease,  the  lessee  agrees  to  pay  all 
taxes  and  assessments  of  any  kind  or  nature  levied 
against  the  demised  premises  during  the  term 
hereof,  commencing  with  the  1st  instalment  levied 
for  the  fiscal  year  1943-44  prior  to  the  delinquency 
date. 

In  addition  to  the  lessee's  obligation  to  repair  as 
set  forth  in  paragraph  Second  hereof,  the  lessee 
agrees  to  make  any  and  all  repairs  to  the  demised 
premises  that  may  become  necessary  by  reason  of 
fire  damage,  earthquake  or  other  casualty. 

Tenth:  Personal  Property  Taxes.  The  lessee 
shall  be  liable  for  all  taxes  levied  against  personal 
property  and  trade  fixtures  placed  by  lessee  in,  on 
or  about  the  herein  demised  premises,  including 
but  without  prejudice  to  the  generality  of  the  fore- 
going, shelves,  counters,  vaults,  vault  doors,  wall 
safes,  partitions,  fixtures,  machinery,  printing 
presses,  plant  equipment  and  atmospheric  coolers, 
and  if  any  such  taxes  on  lessee's  personal  property 
or  trade  fixtures  are  levied  against  the  lessor  or 
lessor's  property,  and  if  lessor  pays  the  same, 
which  lessor  shall  have  the  right  to  do,  regardless 
of  the  validity  of  such  levy,  or  if  the  assessed  value 
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of  the  lessor's  premises  is  increased  by  the  inclu- 
sion therein  of  a  value  placed  on  such  property  of 
lessee,  and  if  lessor  pays  the  taxes  based  on  such 
increased  assessment,  which  the  lessor  shall  have 
the  right  to  do,  regardless  of  the  validity  thereof, 
lessee  upon  demand,  shall,  as  the  case  may  be, 
repay  to  lessor  the  taxes  so  levied  against  lessor,  or 
the  proportion  of  such  taxes  resulting  from  such 
increase  in  the  assessment. 

Eleventh:  Successors.  This  indenture  of  lease 
shall  bind  and  inure  to  the  benefit  of  the  successors 
and  assigns  of  the  lessor  and  the  lessee. 

In  Witness  Whereof,  the  parties  hereto  have 
caused  their  corporate  names  to  be  hereunto  sub- 
scribed and  their  corporate  seals  to  be  affixed  hereto 
by  their  respective  officers  thereunto  duly  author- 
ized, the  day  and  year  hereinabove  first  written. 

CAPITAL  COMPANY, 

By  /s/  HARRY  McCLELLAN, 
Vice  President. 

By  /s/  [Indistinguishable] 
Secretary. 

BANK  OF  AMERICA 
NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION, 

By  /s/  J.  RAGGIO, 

Vice-President. 

By  /s/  R.  J.  VON  DER  MEHDEN, 
Assistant  Secretary. 

Admitted  November  7,  1949. 
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JOINT  EXHIBIT  11-K 

At  a  duly  constituted  meeting  of  the  Board  of 
Directors  of  Capital  Company,  held  on  November 
13,  1941,  the  following  resolution  was  adopted: 

Resolved,  that  the  actions  of  the  officers  of  this 
Corporation  in  purchasing  various  properties  from 
Bank  of  America  National  Trust  and  Savings  Asso- 
ciation and  Merchants  Realty  Corporation,  and 
thereafter  selling  such  properties  to  Merchants 
National  Realty  Corporation  or  the  Bank  of  Amer- 
ica National  Trust  and  Savings  Association  for  a 
sum  equal  to  the  actual  purchase  price  are  hereby 
ratified  and  confirmed. 

I,  the  undersigned  Secretary  of  Capital  Company, 
a  California  corporation,  certify  and  declare  that 
the  foregoing  is  a  full,  true  and  correct  copy  of  a 
resolution  passed  and  adopted  by  the  Board  of 
Directors  of  said  corporation  at  a  Meeting  thereof 
held  on  the  thirteenth  day  of  November,  1941,  pur- 
suant to  the  By-laws,  at  which  meeting  a  quorum 
was  present  and  voted  in  favor  of  said  Resolution ; 
that  said  resolution  has  not  been  rescinded  or 
amended  and  that  the  same  is  still  in  full  force  and 
effect. 

In  Witness  Whereof,  I  have  hereunto  set  my  hand 
and  affixed  the  corporate  seal  of  said  corporation  on 
the  12th  day  of  July,  1949. 

[Seal]         /s/     [Indistinguishable], 

Secretary  of  Capital  Company. 

Admitted  November  7,  1949. 
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JOINT  EXHIBIT  12-L 

At  a  duly  constituted  meeting  of  the  Board  of 
Directors  of  Capital  Company,  held  on  April  16, 
1942,  the  following  resolution  was  adopted: 

Resolved,  that  the  action  of  the  officers  of  this 
Corporation  heretofore  performed  in  purchasing  the 
Premises  known  as  the  Seventh  and  Hoover  Branch 
Premises  of  the  Bank  of  America  National  Trust 
and  Savings  Association  and  the  Colorado-Mentor 
Branch  Premises  of  the  Bank  of  America  National 
Trust  and  Savings  Association  in  the  Cities  of  Los 
Angeles  and  Pasadena,  respectively,  State  of  Cali- 
fornia, is  hereby  ratified,  approved  and  confirmed. 

I,  the  undersigned  Secretary  of  Capital  Company, 
a  California  corporation,  hereby  certify  and  declare 
that  the  foregoing  is  a  full,  true  and  correct  copy 
of  a  resolution  duly  passed  and  adopted  by  the 
Board  of  Directors  of  said  corporation  at  a  Meeting 
thereof  held  on  the  sixteenth  day  of  April,  1942, 
pursuant  to  the  By-laws,  at  which  meeting  a  quorum 
was  present  and  voted  in  favor  of  said  Resolution; 
that  said  resolution  has  not  been  rescinded  or 
amended  and  that  the  same  is  still  in  full  force  and 
effect. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  the  corporate  seal  of  said  corpora- 
tion on  this  12th  day  of  July,  1949. 

[Seal]        /s/     [Indistinguishable], 

Secretary  of  Capital  Company. 

Admitted  November  7,  1949. 
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JOINT  EXHIBIT  13-M 

At  a  duly  constituted  meeting  of  the  Board  of 
Directors  of  the  Capital  Company,  held  on  Decem- 
ber 10,  1942,  the  following  resolution  was  adopted: 

Be  It  Resolved,  that  the  action  of  the  Officers  of 
this  Corporation  in  purchasing  eight  properties 
from  Merchants  National  Realty  Corporation  for 
the  sum  of  $368,548.51  on  November  2,  1942,  and 
thereafter  selling  said  properties  for  the  same  sum 
to  Bank  of  America  National  Trust  and  Savings 
Association  on  December  3,  1942,  be  and  it  is  hereby 
ratified  and  approved. 

I,  the  undersigned  Secretary  of  Capital  Company, 
a  California  corporation,  hereby  certify  and  declare 
that  the  foregoing  is  a  full,  true  and  correct  copy 
of  a  resolution  duly  passed  and  adopted  by  the 
Board  of  Directors  of  said  Corporation  at  a  Meeting 
thereof  held  on  the  tenth  day  of  December,  1942, 
pursuant  to  the  By-laws,  at  which  meeting  a  quorum 
was  present  and  voted  in  favor  of  said  Resolution; 
that  said  resolution  has  not  been  rescinded  or 
amended  and  that  the  same  is  still  in  full  force  and 
effect. 

In  Witness  Whereof,  I  have  hereunto  set  my 
hand  and  affixed  the  corporate  seal  of  said  corpora- 
tion on  this  12th  day  of  July,  1949. 

[Seal]         /s/     [Indistinguishable], 

Secretary  of  Capital  Company. 

Admitted  November  7,  1949. 
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JOINT  EXHIBIT  14-N 
Copy  January  10, 1941 

Memorandum 

Re :  Banking  Premises 

In  the  last  few  years  the  Bank  of  America  N.  T.  & 
S.  A.  and  the  Comptroller  of  the  Currency  have  been 
engaged  in  a  controversy  concerning  a  number  of 
items  involving  the  bank.  One  of  these  items  was 
the  amount  at  which  banking  premises  were  carried 
on  the  books  of  the  bank.  The  Comptroller  of  the 
Currency  advances  certain  contentions  that  the  book 
values  were  excessive  and  did  not  reflect  present 
market  values  of  certain  of  the  properties.  The  Bank 
has  consistently  contended  that  it  should  have  the 
right  to  carry  its  banking  premises  on  its  books  as 
assets  at  the  cost  of  acquisition,  less  ordinary  depre- 
ciation due  to  wear  and  tear.  The  Bank  also  con- 
tended that  even  on  the  basis  of  market  values,  its 
book  values  were  not  excessive.  In  order  to  establish 
this  latter  point,  the  Bank  employed  the  American 
Appraisal  Company  who  appraised  all  of  the  prop- 
erties. After  that  a  certain  agreement  was  reached 
whereby  a  Committee  was  appointed  to  arrive  at 
some  determination  with  respect  to  the  controversy 
concerning  banking  premises.  The  Committee  and 
the  Bank  might  reach  an  agreement  whereby  the 
Bank  is  to  reduce  the  carrying  value  of  its  banking 
premises  by  a  certain  amount.  I  believe  the  amount 
might  be  $2,000,000,  or  perhaps  $3,000,000. 

The  Bank  called  me  into  the  matter,  explaining  to 
me  the  controversy  and  asked  me  to  advise  them  of 
a   method  by  which   they   could   comply   with   this 
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accord  without  receding  from  their  position  that 
they  should  be  entitled  to  carry  their  properties  at 
cost. 

I  advised  them  that  they  could  probably  arrange 
to  purchase  and  sell  properties  between  the  Bank  and 
Merchants  National  Realty  Corporation,  so  that  the 
purchase  price  of  the  respective  properties  would 
be  a  figure  satisfactory  to  the  Committee  and  in 
accordance  with  the  agreement.  The  Bank  officers 
felt  that  since  it  was  a  transaction  between  the  parent 
and  a  wholly  owned  affiliate,  the  purchase  and  sale 
transaction  might  be  ignored  and  the  transaction 
considered  a  write-down  which  would  establish  a 
precedent  whereby  the  Bank  might  be  compelled  to 
continue  the  practice  of  arbitrarily  writing  down  its 
banking  premises.  The  Bank,  of  course,  did  not  wish 
to  establish  a  precedent  or  to  be  in  a  position  where 
it  could  ever  be  faced  with  the  contention  it  had  pre- 
viously recognized  the  legality  of  any  requirement 
by  the  Comptroller  of  Currency  that  banking  prem- 
ises should  be  arbitrarily  written  down. 

I  then  suggested  that  if  the  Bank  and  Merchants 
National  Realty  Corporation  should  be  willing  to 
assume  the  risks  which  might  result  where  property 
is  removed  from  their  hands  even  for  a  short  period 
of  time,  they  might  arrange  with  some  other  com- 
pany, such  as  Capital  Company,  to  purchase  the 
property  from  one  and  then  sell  to  the  other.  Capital 
Company  may  do  this  as  an  accommodation  since 
they  have  had  considerable  dealings  with  the  Bank, 
but  it  would  seem  they  might  and  would  probably  be 
justified  in  being  compensated  for  the  work  involved 
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in  the  transfers  of  the  property.  Such  an  arrange- 
ment would  avoid  the  element  of  direct  transactions 
between  affiliated  companies,  at  least  in  form,  even 
though  the  effect  might  be  the  same.  Of  course,  the 
element  of  risk  in  transactions  such  as  this,  would  be 
a  distinction  as  against  direct  transactions  between 
the  affiliated  companies. 

The  officers  of  the  Bank  inquired  as  to  the  results 
of  such  transactions  for  tax  purposes  and  especially 
whether  there  was  anything  wrong  in  transactions 
such  as  this.  I  told  them  there  is  nothing  in  the  tax 
law  which  prohibits  business  transactions  having  a 
definite  purpose,  just  so  long  as  those  transactions 
are  not  used  for  the  purpose  of  defrauding  the  Gov- 
ernment of  taxes.  I  also  advised  them  that  there  was 
nothing  in  the  taxing  statutes  which  prohibits  sales 
between  a  parent  and  its  subsidiary  or  which  pro- 
hibits the  deduction  of  a  loss  resulting  from  those 
sales,  provided  the  transactions  were  made  at  fair 
market  prices,  so  that  even  if  the  transactions  were 
directly  between  the  two  companies,  any  loss  might 
be  allowable.  However,  I  pointed  out  that  the  dis- 
advantage of  this  would  be  that  the  Bank  would  have 
lower  depreciation  deductions  in  later  years,  and 
that  this  would  undoubtedly  result  in  loss  in  tax  be- 
cause of  increasing  tax  rates. 

I  was  in  doubt  as  to  whether  the  Government 
would  recognize  the  Capital  Company  as  a  party  to 
the  transactions  because  although  the  effect  of  the 
transactions  ultimately  was  a  transaction  between 
affiliated  companies,  nevertheless  Capital  Company 
did  enter  into  the  transaction,  did  take  title  to  the 
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property  and  did  convey,  and  should  be  considered 
as  part  of  the  transaction.  I  am  positive  that  if  in 
this  transaction  with  respect  to  any  of  the  properties, 
a  gain  resulted  from  the  sale  by  the  Bank  to  Capital 
Company,  even  though  later  the  property  was  resold 
by  Capital  Company  to  Merchants  National  Realty 
Corporation,  the  gain  would  be  subject  to  tax.  In 
fact,  I  have  cases  in  my  office  where  gains  on  sales 
of  property  between  affiliated  companies  within  the 
past  few  years  have  been  subjected  to  tax. 

The  Bank  officers  have  asked  me  that  I  should 
instruct  them  as  to  the  method  of  carrying  out  these 
transactions  for  the  purposes  indicated,  and  that  I 
should  be  careful  that  the  transactions  should  be 
properly  disclosed  so  that  there  could  be  no  mis- 
understanding of  the  transactions,  or  so  that  there 
could  be  no  complaint  on  the  part  of  the  tax  authori- 
ties that  these  transactions  were  made  for  the  pur- 
pose of  defrauding  the  Government  or  were  not 
properly  disclosed.  I  advised  them  that  in  my 
opinion  the  handling  of  the  transactions  with  an  out- 
side company  would  be  preferable  for  the  purposes 
to  be  accomplished  and  that  I  would  see  to  it  that 
the  tax  returns  and  tax  files  would  contain  the  proper 
disclosures  so  that  the  Government  would  be  fully 
informed  about  the  transactions. 

GEORGE  H.  KOSTER. 

January  10, 1941 

L.M.G.  discussed  this  matter  fully  with  Mr.  Folger, 
office  of  Comptroller  of  Currency,  in  Washington, 
D.  C,  February,  1941. 
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L.M.  and  I  discussed  the  matter  (tax  effects  as  well 
as  purposes  of  the  transactions)  with  Mr.  Wright, 
Chief  National  Bank  Examiner,  San  Francisco,  in 
Washington  in  March,  1941,  who  told  us  that  his 
office  could  not  pass  upon  the  tax  effect  of  the  trans- 
actions because  that  would  have  to  be  considered  by 
the  Bureau  of  Internal  Revenue,  and  any  acceptance 
by  his  office  of  the  form  of  the  transactions  could  not 
be  considered  a  conclusion,  one  way  or  the  other,  on 
any  tax  problems  involved  in  the  transactions. 

G.H.K. 

Admitted  November  7,  1949. 


JOINT  EXHIBIT  15-0 

Merchants  National  Realty  Corporation 
List  of  Directors  and  Officers 

1943 

Directors 
W.  E.  Blauer  Wm.  H.  Harrelson 

Leon  Bocqueraz  A.  E.  Sbarboro 

F.  A.  Ferroggiaro  R.  Gr.  Smith 

L.  M.  Giannini 


96  Bank  of  Am.  Nat.  Trust  <£•  Sav .  Assn. 

Officers 

Chairman  of  the  Board Leon  Bocqueraz 

President R.  G.  Smith 

Vice-Presidents Marsden  S.  Blois 

W.  J.  Braunschweiger 

W.  G.  Cuppa 

F.  A.  Ferroggiaro 

J.  Raggio 

C.  C.  Robinson 

J.  H.  Rosenberg 

Treasurer R.  P.  A.  Everard 

Secretary Hugo  A.  Steinmeyer 

Assistant  Secretaries T.  G.  Dempsey 

John  Falconer,  Jr. 
J.  M.  Fischer 
Edward  F.  Mulrooney 
I.  E.  Sage 

R.  J.  von  der  Mehden 
H.  A.  Wagstaffe 
Admitted  November  7,  1949. 


JOINT  EXHIBIT  16-P 

Bank  of  America  N.  T.  &  S.  A. 

List  of  Directors  and  Administrative  Officers 

1943 

Administrative  Officers 
A.  P.  Giannini,  Chairman  of  the  Board  of  Directors 
L.  M.  Giannini  (Son  of  A.  P.  Giannini),  President — 

Chairman  of  the  General  Executive  Committee 
W.  E.  Blauer,  Vice  Chairman  of  the  Board  of  Direc- 
tors— Chairman  of  the  General  Finance  Committee 
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A.  J.  Gock,  Vice  Chairman  of  the  Board  of  Directors 
F.  S.  Baer,  Vice  Chairman  of  the  Board  of  Directors 
C.  F.  Wente,  Senior  Vice  President 
F.  A.  Ferroggiaro,  Executive  Vice  President — Vice 

Chairman  of  the  General  Finance  Committee 
R.  G.  Smith,  Executive  Vice  President 
Louis  Ferrari,  Vice  President  and  Counsel 
L.  E.  Birdzell,  Vice  President  and  Senior  Trust 

Officer 
W.  J.  Braunschweiger,  Vice  President — Chairman 

of  the  Public  Relations  Committee 
A.  Fenton,  Vice  President  and  Chairman  of  the 

Operating  Committee 
R.  P.  A.  Everard,  Vice  President  and  Cashier 
Otto  Jeidels,  Vice  President — Vice  Chairman  of  the 

General  Finance  Committee 
J.  A.  Purdy,  Vice  President  and  Vice  Chairman  of 

the  Operating  Committee 
Hugo  A.  Steinmeyer,  Secretary 

Directors 

F.  S.  Baer  C.  N.  Hawkins 

W.  E.  Blauer  John  E.  Marble 

Leon  Bocqueraz  H.  A.  Mazzera 

Dr.  G.  E.  Caglieri  Wm.  Wallace  Mein 

Jos.  Cereghino  Neil  Petree 

John  A.  Corotto  Angelo  Petri 

F.  A.  Ferroggiaro  Dr.  Celestine  J.  Sullivan 

A.  J.  Gock  E.  R.  Thurber 

A.  P.  Giannini  C.  F.  Wente 

L.  M.  Giannini  J.  Zentner 
Marshal  Hale 

Admitted  November  7, 1949. 
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The  Court:  Now  you  may  offer  your  other  ex- 
hibits separately. 

The  Clerk:  Do  you  have  another  copy  of  the 
stipulation  ? 

Mr.  Koster:  I  will  send  it  to  you.  I  don't  have 
it  with  me. 

The  Court :  Will  you  send  it  down  here  while  we 
are  in  session  ? 

Mr.  Koster :     Yes. 

The  Court:  You  don't  have  to  bring  it  yourself. 
Just  have  someone  from  your  office  bring  it  down. 

Mr.  Koster :  Yes.  Mr.  Kohlmeier  has  a  case  here 
and  I  may  come  down  and  listen  to  the  trial  then  and 
bring  it  down.  [23] 

At  this  time  I  wish  to  introduce  an  exhibit  in  the 
case,  Exhibit  17-Q. 

The  Court :     Are  these  to  be  joint  exhibits  also  f 

Mr.  Koster:     These  are  all  joint  exhibits. 

Mr.  Crouter :     That  is  correct. 

The  Court :  Very  well.  So  that  these  are  agreed 
to  by  counsel  and  the  clerk  may  simply  mark  them, 
is  that  correct  ? 

Mr.  Koster :     That  is  correct. 

The  Court:  Then  if  you  will  hand  each  exhibit 
to  the  Clerk,  please,  I  will  receive  them.  Just  give 
me  the  numbers  as  you  go  along. 

17-Q  is  received  in  evidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  17-Q  and  was 
received  in  evidence.) 
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Mr.  Koster:     Exhibit  18-R. 

The  Court :     18-R  is  received  in  evidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  18-R  and  was 
received  in  evidence.) 

Mr.  Koster:     Exhibit  19-S. 

The  Court :     19-S  is  received  in  evidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  19-S  and  was 
received  in  evidence.)  [24] 

Mr.  Koster:     Exhibit  20-T. 

The  Court:    20-T  is  received  in  evidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  20-T  and  was 
received  in  evidence.) 


JOINT  EXHIBIT  20-T 

Copy  January  29,  1943 

Memorandum  for:  Mr.  F.  A.  Rees 

National  Bank  Examiner 
No.  1  Montgomery  Street 
San  Francisco,  California 

The  following  reduction  in  the  carrying  value  of 
bank  premises  was  made  in  1942 : 

In  March,  Merchants  National  Realty  Corporation 
sold  to  Capitol  Company  Colorado-Mentor  and  Sev- 
enth &  Hoover  premises  at  their  aggregate  appraised 
value  of  $93,050.89.   The  properties  were  carried  by 
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Merchants  National  Realty  Corporation  at  $251,- 
635.35,  and  the  sale  resulted  in  a  loss  of  $158,584.46. 
The  Bank  reimbursed  the  Corporation  for  this  loss, 
charging  same  to  Administration  Losses.  Subse- 
quently, the  Bank  acquired  these  properties  from 
Capital  Company  at  their  appraised  value  of 
$93,050.89,  at  which  figure  they  are  now  carried  on 
the  Bank's  books. 

As  of  June  30th,  the  total  investment  in  Banking 
Premises  was  carried  on  the  Bank's  books  at  $448,- 
026.73,  more  than  the  net  investment  as  reported  on 
the  schedule  of  such  properties  for  income  tax  pur- 
poses. This  difference  was  brought  about  through 
application  during  the  past  ten  years  of  a  greater 
amount  of  depreciation  on  the  income  tax  schedule 
than  that  actually  taken  on  the  Bank's  books.  On 
June  30th,  this  difference  of  $448,026.73  was  credited 
to  Bank  Premises  and  charged  to  Unallocated  Re- 
serve, and  the  book  value  of  each  property  reduced 
by  the  amount  of  difference  to  conform  to  the  tax 
schedules. 

As  of  October  20,  Merchants  National  Realty  Cor- 
poration's investment  in  Banking  Premises  was 
carried  at  $36,883.97  more  than  the  net  investment 
in  these  properties  as  reported  on  their  income  tax 
schedule.  This  difference  was  brought  about  through 
the  application  during  the  past  ten  years  of  a  greater 
amount  of  depreciation  on  the  tax  schedule  than  that 
actually  taken  on  the  Corporation's  books.  On  Octo- 
ber 20,  the  Corporation  reduced  the  carrying  value 
of  these  properties  by  the  amount  of  this  difference, 
using  therefor  funds  paid  to  it  by  the  Bank  for  this 
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purpose.  This  contribution  of  $36,883.97  was  charged 
to  Administration  Losses  by  the  Bank. 

On  October  31,  the  sum  of  $1,000,000  was  credited 
to  Bank  Premises  and  charged  to  Administration 
Losses  to  write-down  the  carrying  value  of  San 
Francisco  Headquarters'  Premises.  This  investment 
was  written  down  as  follows:  Land  value  $314,000. 
to  a  figure  conforming  with  the  appraisal  of  the 
American  Appraisal  Company,  and  Building  Value 
$686,000. 

On  November  30,  Merchants  National  Realty  Cor- 
poration sold  a  number  of  banking  premises  to 
Capital  Company  at  their  aggregate  appraised  value 
of  $368,548.51.  These  properties  were  carried  by  the 
Corporation  at  $673,046.95,  and  their  sale  resulted 
in  a  loss  of  $304,498.44.  The  Corporation  was  reim- 
bursed for  this  loss  and  it  was  charged  to  Adminis- 
tration Losses  on  Bank's  books.  These  properties 
were  subsequently  acquired  by  the  Bank  at  their 
appraised  value  of  $368,548.51,  and  are  now  so 
carried. 

Total  amount  of  write-down  of  Banking  Premises, 
in  accordance  with  the  above,  during  1942  was 
$1,948,503.55.  This,  with  the  adjustment  made  in 
1941,  brings  the  total  adjustment  of  the  banking 
premises  made  in  accordance  with  the  "Require- 
ments of  the  Comptroller  of  the  Currency"  to 
$4,003,995.32. 

R.  G.  SMITH. 

Admitted  November  7,  1949. 
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Mr.  Koster:     Exhibit  21-U. 

The  Court :     I  guess  you  better  tell  us  what  20-T  is. 

Mr.  Koster:  20-T  is  a  letter  which  makes  refer- 
ence to  these  transactions. 

The  Court :     Letter  from  whom  to  whom  % 

Mr.  Koster:  Mr.  R.  G.  Smith,  Executive  Vice 
President  of  the  bank,  to  Mr.  F.  A.  Reese,  National 
Bank  Examiner,  dated  January  29,  1943,  which  con- 
tains, among  other  things,  some  comments  about  the 
transactions  involved  in  this  proceeding. 

The  Court:    Yes. 

Mr.  Koster :  Then  as  Exhibit  21-U  the  income  and 
excess  profits  tax  return  for  the  Bank  of  America  for 
the  year  1943,  together  with  schedules  that  are  a  part 
of  the  return. 

The  Court :     That  is  received  in  evidence  as  21-U. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  21-U  and  was 
received  in  evidence.) 
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corporation  for  which  this  return  Is  made,  being  severally  duly  swom,  each  for  himself  deposes  and  say.  that  this  return  (including  any  accompanylni 
schedules  and  statements)  has  been  examined  by  him  and  la,  to  the  best  of  hi.  knowledge  and  belief,  a  true.^ooxxoot,  end  aggplrta  fetura,  _ tade  _k  food  I 
year  stated,  pursuant  to  the  Internal  Itovenue  Coda  and  the  regulation.  Usued  thai 


Tr  aa  wrir. 

[CUHaKt-iao 


AFFIDAVIT.     (See  liutnjctlon  E) 

I  »c.^-~«r  (or  afnrml  that  1/we  prepared  this  return  for  the  parsoo  named  herein  and  that  the  return  (including  any  accompanying  sehsdulss  aa< 
■tatemeot.i  is  a  true,  correct,  aad  complete  state— tent  of  all  the  information  Higiia<iH_f  the  tax  11 ability  of  t_e  person  far  whom  this  return  I 
of  which  l/w.  hare  any  knowledge.  ./T  ,      A  /  ~  ' 

3ubeeribed  and  nor.  to  bafore  -.  this _£_£,  day  of  ?fo<_r__ff  _*■        IMJf 


day  of  ___i_____l 

>^CAr  <3-u(>^/V_/  f  .  |C  (n  ana  tor ,(,«  fj,t) 


^oI^aJA^ __. 

wm iiiiii  -i-rs-r^^ss-. _««-s-u 


X  Notes  and  account*  receivable s 

„        Less:  Reserve  for  bad  debt* __ 

8.  Inventories  (itemize  in  separate,  schedule) ..,    ,    L  . 

4.  Investments  in  governmental  obligations: 

<■)  Oe^iMM^»8ute,Tmlu«7.orpoUUnlmibdlvWoB  thereof,  or  Um  District 


4  Columbia,  or  I'd 
_  jUcaUona  of  too  V 
U)  Ubllvftltoos  I 


1  fMUapa 


(ft)  ObUcaUooa  of  the  United  State.: 

I  on  or  hrfora  Bepten-htr  1    1917;  »D  postal  aaviaw 
'         0  Prior  to  l>«wnhar  1.  IfKO:  tod  Trwaiury 

•  umn  prior  to  a.  area  i,  1911 . 

I  Uniud  stato.  aa»lne»  bonds  and  Treasury  bonds  Issued  prior  to  March 


too*  of  Um  folud  States  laraed  on  or  alter  March  1, 1M1 

na  of  laatrumeoumiae  «f  tta*  United  States: 
Wi-itlooj  of  Federal  land  hanks,  joint  stock  land  banks,  and  Fadaral 


Schedule 


(J)  ObUrnli'.i 


Lass:  Reserve  for  depletion 

(e)    Land 

7.  Other  assets  (itemise) 


(1)  Treasury  not**  Ivued  on  or  after  lJecemt - 1  LltSkSAd 
tkxuc-l  the  fnltad  Stats*  laraed  on  or  after  y 
U)  ObHsatlona  of  uaftrumentaUUc*  «f  the  United  States: 
(1)  ohll-atlona  of  Federal  land  hanks,  joint 
IntcrmsdJaU  credit  basks  broad  prior 
""  Li -at  ions 
>  Man* 

jpajs 

8.  Other  investments  (itemise) 
8.  Capital  assets: 

(s)  Depreciable  assets  (itemise  in  separate  schedule) 

Less:  Reserve  for  depreciation 3^_f)dulfB 

(8)   Depletable  assets.. 


9-  Accounts  payable. 


17. 


Total  Liabilities 


10.  Bonds,  notes,  and  mortgage*  payable 

(a)  With  original  maturity  of  less  than  1  year. 
(8)   With  origin*)  maturity  of  1  y< 

11.  Accrued  expenses  (itemise) 

Interest  a\nd  TsVX08 

13.  Other  liabilities  (itemise) 


13.  Surplus  reserves  (itemise  in  separate  achcdulo).^*^1*^* 

14.  Capital  stoek: 

(a)  Preferred  stock. 

(8)   Common  stock. 
16.  Paid-in  or  capital  surplus.. 
16.  Earned  surplus  and  undivided  profits. 


Scheduls  M.— RECONCILIATION  OF  NET  INCOME  AND  ANALYSIS  OF  EARNED  SURPLUS  AND  UNDIVIDED  PROFITS- 


L  Total  distributions  to  stockholders  charged  to 
earned  surplus  during  the  taxable  year: 

(8)  Stock  of  the  corporation 

(e)  Other  property 

2.  Contributions  (excess  over  5  percent  limita- 
tion)   — . 

8.  Federal  income  and  excess-profits  taxes 

4.  Income  taxes  claimed  as  a  credit  in  whole  or  in 
part  in  item  42,  page  1 


Federal  taxes  paid  • 
Excess  of  capital  lot 


(«)' 


i  tax-free  covenant  bonds 
es  over  capital  gains 


(6)  *42££*kL  JLA 

Other  unallowable  deductions: 


(6) 


9.  Adjustments  not  recorded  on  books  (itemise) : 
#M  Dividends-    -  Truet  Fund 


10.  Sundry  debits  to  earned  surplus  (itemise): 

(a)  Surplug 

11.  Earned  surplus  and  undivided  profits  at  close 

of  the  taxable  year  (Scheduls  L) 

IX  Total  of  lines  1  to  11 


«A0fUl2#  £20 


A 


5.022.000 


8.71*0.01*9 

isauasa. 

..■..151,211. 


qgfaoL 


12,051,167  67. 


62_ 


ik". 


14  Adj^  neync^me  (item  37,  page  1)_ 

16.  Nontaxable  arid  pArually  eiempt  iDooza 

(a)   lM*rwton™'=*=&83    «• 


'TRrit  lax 

State.  Territory,  or 
ion  thereof,  or  the  District  of 
ted  States  poesessic 


(1)  Oblijrat 
political  subd 
Columbia,  or 

(2)  Obligations  of  the  United  SUtes 

(i)  Obligations  issued  on  or  before  Sep- 
tember 1,  1917;  all  postal  savings 
bonds;  Treasury  notes  issued  prior  to 
December  1,  1040;  and  Treasury  bills 

issued  prior  to  March  1,  1041 

(ii)  United  States  savings  bonds  and 
Treasury  bonds  owned  in  the  principal 
amount  of  $5,000  or  less,  issued  prior 

to  March  1,  1941 

(iii)  United  States  savings  bonds  and 
Treasury   bonds  owned 


prior  to  March  1,  1041. 
(Z)  Obligations    of    instrumentalities    of    the 
United  SUtes: 

(i)  Obligations  of  Federal  land  banks, 
joint  stock  land  banks,  and  Federal 
intermediate  credit  banks  issued  prior 

to  March  1,  1941 

(ii)  Obligations   issued   by   other  Instru- 


mental 


of  the  United  States  prior 
Itemise) : 


..-IflTl&QadL 


SrhtduloZ 

16.  Charges  against  surplus  reserves  (itemise) : 

-Schssdul-cM  ~1  --  A-4Lttd-B 

17.  Adjustments  not  recorded  on  books  (itemise): 

at  l  a  a ...-. .  Ran  da .  .&.  il*>al .  j^taitja. 

18.  Sundry  credits  to  earned  surplus  (itemise) 
19. Total  of  lines  13  to  18 


.a.igUMjs,B 


l,1 
1,51' 

h.  778, 677 


52,51*0 


.212 


3t2i»7,9i42 


-1ZL22S 

-3m 


.1.73 


»5QsI2U5Q3 


Ul 


UB 


5Q 


U5 


Tti 


EXCESS  PROFITS  TAX.     (Sss  Instructiesu  for  Form  1121) 

(a)  Is  an  excess  profits  tax  return  on  F  >rm  1121  being  filed  for  the  taxable  period  covered  by  this  return?  . 

(8)  If  a  personal  service  corporation  (other  than  a  member  of  an  affiliated  group  of  corporations  filing  a  consolidated  return)  signifies  below  Its  des 
not  to  be  subject  to  the  excess  profits  tax,  It  shall  be  exempt  from  such  tax  and  the  provisions  of  Supplement  S,  Chapter  1,  shall  apply  to  t 
shareholders  in  such  corporation  wro  r-ere  such  shareholders  on  the  last  day  of  the  taxable  year  of  the  corporation.     (Attach  Form   1121F 


If  corporation  claims  exemption  under  section  72*  of  the  Internal  Revenue  Code,  state  basis  of  claim _ 

If  an  excess  profits  tax  return  i*  not  being  filed  for  the  reason  that  it  is  claimed  that  the  excess  profits  net  income  computed  under  the  Invested  aapli 

method  is  not  greater  than  86,000,  the  following  Schedule  N  should  be  filled  In.     The  completion  of  schedule  N  does  not  constitute  the  filing  of 

excess  profits  tax  return. 


Schedule  N.— EXCESS  PROFITS  NET  INCOME  COMPUTATION 


1.  Normal-tax  net  Income  (computed  without 
credit  for  income  subject  to  excess  profit* 
tax)  (item  40  plus  Item  38,  page  1) 

X  Net  short-term  capital  gain  (do  not  enter  ne' 
short-term  capital  loss) 

8.  80  percent  of  Interest  on  borrowed  capital 

4.  Adjustment  to  net  opera  tin*,  loss  deduction 
under  section  711  (a)  (2)  (L) 

8.  Total  of  Unas  1  to  4 


ft,  Dlvfdaods  recHvrd  credit  ad)astm«nt  (Item  IS,  pas*  1. 
tsefu.lDf  tti.  •um  of  (a)  dividend,  received  (actual  or 
constructive)  from  forrl-n  parsons!  hokllaf  companies, 
sad  (M  dtvi'leoda  received  on  stock  held  primarily  for 
alt  to  customers  by  a  dealer  la  stsarltlas;  annua  itatn  is, 

7.  Net  gain  from  sale  or  exchange  of  capital  assets 

(Item  12  (a),  page  1) 

8.  Income  from  retirement  or  discharge  of  bonds, 

i  Agricultural  Adjust- 


10.   Recoveries  of  bad  debts.. 


Total  of  lines  6  to  10.. 


ML  sssssss  profit*  net  Income  (for  purpose  of  determining  assess  I  ty  for  filing  return)  (line  8  minus  line  11> 8. 
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108  Bank  of  Am.  Nat.  Trust  &  Sav.  Assn. 

Bank  of  America  N.  T.  &  S.  A.— 1943 

Explanatory  Statement  as  to  Losses  Included  in 
Losses  Reported  in  Schedule  D 

The  Comptroller  of  the  Currency  insisted  that  the 
cost  less  depreciation  of  certain  properties  owned 
by  this  bank  exceeded  its  present  value  and  that  a 
charge-off  had  to  be  made  to  reduce  the  cost  to  pres- 
ent value.  In  order  to  accomplish  this  in  a  manner 
consistent  with  the  Bank 's  policy  and  contention  that 
its  properties  should  be  carried  at  cost  (less  a  reason- 
able allowance  for  current  depreciation)  it  sold  these 
properties  to  Capital  Company.  The  selling  price 
was  fixed  at  the  present  value  of  the  property  and 
Capital  Company  paid  the  selling  price  in  cash.  At 
a  later  date  Merchants  National  Realty  Corporation, 
a  wholly  owned  subsidiary  of  the  Bank,  purchased 
these  properties  from  Capital  Company,  for  cash, 
for  the  same  price  at  which  Capital  Company  had 
purchased  them.  The  loss  resulting  from  this  sale  is 
claimed  on  this  return  since  the  Income  Tax  statute 
contains  no  provisions  exempting  either  gain  or  loss 
from  such  a  transaction  from  being  included  in  com- 
puting net  income.  Furthermore,  this  loss  should  be 
deductible  in  any  event  as  a  loss,  because  it  was  taken 
in  compliance  with  a  requirement  of  the  Comptroller 
of  the  Currency. 

Admitted  November  7,  1949. 


vs.  Commissioner  of  Internal  Revenue  109 

Mr.  Koster :  Exhibit  22-V  being  the  income  and 
excess  profits  tax  return  of  the  Merchants  National 
Realty  Corporation  for  1943.  [25] 

The  Court :     That  is  received  in  evidence. 

(Whereupon  the  document  was  marked  for 
identification  as  Joint  Exhibit  22-V  and  was 
received  in  evidence.) 


Form  1120 
Trajwy  Dtaartewl 
teres!  etrceet  Serriee 


UNITED  STATES  -^  A  U     |  A  i  Q 

CORPORATION  INCOME  AND  DECLARED  VALUE  EXCESS-PROFITS  TAX  RETDRM  1 34 0 
For  Calendar  Year  1943 

or  fiscal  year  beginning ,  1943,  and  ending ,1944 


iuli ty  t 

Rents 

Royal  tic*.. 

(a)   Net  gain  from  sale  or  exchange  of  capital  assets.      (From  Schedule  C) — 

(6)   Net  gain  (or  loss)  from  sale  or  exchange  of  property  other  than  capiuJ  assets.     (From  Schedule  D) 
Dividends.     (From  Schedule  ID- 
Other  income.     (State  nature) _ _ Mstnt&ss-L. 

Total  income  in  items  3,  and  G  to  14,  inclu 

DEDUCTIONS 

Compensation  of  ofTlcers.      (From  Schedule  F) 

Salaries  and  wages  (not  deducted  elsewhere).. 
Rent „ 

Dad  debts.     (From  Schedule  C).. 

Interest 

Taxes.     (From  Schedule  II)  (Deduct  declared  value  excess-profit*  tax  as  Item  34).. 

Contributions  or  gifts  paid.     (From  Schedule  I) 

Losses  by  fire,  storm,  shipwreck,  or  other  casualty,  or  theft.     (Submit  schedule).. 

Depreciation.      (From  Schedule  J) 

Depletion  of  mines,  oil  and  gas  wells,  timber,  etc.     (Submit  schedule).. 

Net  operating  loss  deduction.      (Submit  statement) 

Amortisation  of  emergency  facilities.      (Submit  schedule) 

Other  deductions  authorized  by  law.     (From  Schedule  K) 

Total  deductions  In  Items  10  to  29.  inclusive 

Net  income  for  declared  value  excess-profits  tax  computation  (item  15  minus  item  30).. 

Add:  Interest  on  obligations  of  certain  instrumentalities  of  the  United  States  issued  prior  to  March  1,  1041.    (From 


i  of  cert 
Schedule  M,  line  15  (a)  (3)  (U)) 
Total  of  lines  31  and  32 


Lees:  Declared  value  excess-profits  tax 

Net  inrome 

:  Interest  on  certain  obligations  of  the  United  States  and  its  instrumentalities  issued  prior  to  March  1,  1041.   (Enter 

total  of  lines  0  (a)  and  32) 

Adjusted  net  income 

lbject  to  excess  profits  tax.     (From  Form  1121).. 
Dividends  received  credit  (85  percent  of  column  2,  Schodulo  E,  but  not  In  ex© 
percent  of  item  37  minus  Item  38,  above).. 

Normal-tax  net  Income 

TOTAL  INCOME  AND  DECLARED  VALUE  EXCESS-PROFITS  TAXES 

Total  ineoms  tax  (line  38  or  50,  page  2,  whichever  U  applicable) 

Leas:  CrMIt  for  Income  taxes  paid  to  a  foreign  country  or  United   State* 
a  domestic  corporation 

Balance  of  income  tax. 

Total  declared  value  excess-profits  tax  (line  8,  page  2) 
Total  Income  and  declared  value  excess-profit*  taxes  d 


AFFIDAVIT.     (See  Instruction  C) 

We,  the  undersigned,  president  (or  vice  president,  or  other  principal  officer)  and  treasurer  (or  assistant  treasurer,  or  chief  accounting  officer)  of  t 

rporalion  fur  which  this  return  Is  made,  being  severally  duly  sworn,  each  for  himself  deposes  and  says  that  this  return  (including  aiiv  accompanying 
hrdulen  and  statements)  has  been  examined  by  him  and  is,  to  the  best  of  his  knowledge  and  belief,  a  true,  coxzagUjuid  compjete  return,  made  in  good  fait) 
r  the  taxable  year  stated,  pursuant  to  the  Internal  Revenue  Coda  and  the  rearulations  u-uad  Lhomundaf.         a         *  ~^ 


Rubscri' 


r  stated,  pursuant  to  the  Internal  Revenue  Code  and  the  regulations  Issued  Ihoreuoj 

of  San  Francisf— 


«•  ApnJ  .i.  '.  AFFIDAVIT.     (See  Instruction  E) 

(or  affirm)  that  I/we  prepared  this  return  (or  the  person  named  herein  and  that  the  return  (Including  any  accornpenvine:  schedules  and 

i  true,  correct,  and  complete  statement  of  all  the  information  respecting  the  tax  liability  of  the  paraon  (or  whom  this  return  has  bean  prepared 

JOW^~thi._jgi4-<UTo»  WMk&^xJL      QL^fi*i\^dlSL 

*  QjUjgmrtMw  W  ytimm V»far_i  Ilia  wS»ta> 


Schedule  U—  BALANCE  SHEETS.     (See  Infraction  L) 


ft.   Note*  and  account*  receivable.. 


Lees:  Reserve  for  bad  debt*... 


ft.  Inventories  (Itemise  In  separate  schedule) 

4.  Investment*  in  government*!  obligations: 
(.)  ObUnllUMofKBtaU,TrrriU<ry.    rpolttl 
oTCoJumNa,  or  Hailed  States  posses. 
(i>  ObUgatloiM  of  Um  United  Bute*: 


•ubdlrUlo  .  U.vtvo:,  t.t  iht  T>l*trlet 
917:  all  portal  ravlno 


«d  pr!ir  to  D-ctmber  l,  KnU;  and  Treasury 
1.1M1 

CD  United  eutu  mvIosi  bomls  and  Treasury  bonds  laaued  prior  to  Marob 

11  other  jSfijT 


(1)  0  Miration*  Issued 
boorta;  Treasury 
Mm  issued  prior 
"  ilUd  « 
.  imi. 

lions  of  uSel'nlted  States  lssuedon  or  after  March  l,  1M1. 
,ilnni  of  Instrumentalities  »f  the  United  Stairs 
(1)  Obll-altons.  Of  Federal  bt.rl  hank*,  Joint  stock  Land  banks,  and  Federal 

Intermediate  credit  hanks  Issued  prior  to  March  t,  1041 _ 

(1)  OMl-etlom  Issued  by  other  I ostrumenu titles  ol  the  United  Buua  prior 

(D  Obn'^tionsofelllDs^'i^UlTtlnof'thc T'nVted I  8tot*<<ssu*d"Anoreiw 


(1)  Treasury  nol*i  l»saed  on  or  alter  l'w 

lions  of  the  United  States  baaed  on  or 
if)  Obligations  of  Instrumental! tin  <<f  the  United  Stales 
hll-atlons  of  Federal  lard  hanks,  joint  stock  Li 

Intermediate  credit  banks  luued  prior  to  March  I 

'"-etional 

_ -.nations  o 

March  I,  1M1.. 

I.  Other  Investments  (itemise) 

ft.   Capital  asset*: 

(a)  Depreciable  asset*  tiu-uiu.  ...  serjo?fle^chc^uW-.,-~ $.15#.Q56#t4i}B.tl(0 

Lew:  Reserve  for  depreciatioti*^X*iturA-A.r.lxt  WTUB fl^gf;  §j3L. 

m  ■■niimiaiini TOtO^.-v-v 


(e)    laud.. 


7.  Other  assets  (Itemise). 


Total  Aunt.. 


LIABILITIES 
ft,  Accounts  payable 

10.  Bonds,  notes,  and  mortgages  payable: 

(a)  With  original  maturity  of  leas  than  1  year.. 
(6)   With  original  maturity  of  1  year  or  more... 

11.  Accrued  expenses  (itemise).. 


■  JUBJjBLr.Tja.Xjar   Taxna. 


13.  Other  liabilities  (itemise).. 


.JjIsUaTftactl.. 


IS.  Surplus  reserves  (itemise  in  separate  schedule).. 

14.  Capital  stock: 

(•)  Preferred  stock. 

(6)  Common  stock 


14.  Paid-in  or  capital  surplus.. 

1ft.  Earned  surplus  and  undivided  profits.. 
17.  Total  Liabilities 


Bffanlnt  of  Taxable  Year 


iM 


j.gn 


$.<UM*.&ac 

21..5X.C 


|4A4_gi|  9,079,882 


JXJTZ7. 


llKVe2o»ftiad' 


S ZJaQZ. 


...22?^aQ7... 


I.QQQ..QQQ 


..  .?.5Qf.?.5.a .«« 
$l?J2.Z8,.5.6|g»4p 


.0.2 


92. 


Sfi. 


AA 


141 


$14.56.7^^3.9) 


9.5.6.81 


*14.676.A9|2«7L 


.A,  3,5ft,  7,6.9 


,.t«a£L 


*..i31,10Q 


76 


.62 


s._AaO,fliU 

l&rJ&B 


_.fl^£lS.Q4L^7 


.21.615.. 


tl8.22Q.74L.Q3 


.5*6X7. 


..-244362. 


16»6&2»49& 
313.204 


$19,220.74|LkQ3 


J| 


ei. 


Schrdul.  M.— RECONCILIATION  OF  NET  INCOME  AND  ANALYSIS  OF  EARNED  SURPLUS  AND  UNDIVIDED  PROFITS 


1.  Total  distributions  to  stockholders  charged  to 
•arced  surplus  during  too  taxable  year: 

(a)  Cash : 

(»)  Stock  of  the  corporation 

(c)  Other  property. 


S.  Contributions  (excess  over  6  percent  limita- 

5.  Federal  income  and  exoeas-proflta  taxes 

4.  Income  taxes  claimed  as  a  credit  in  whole  or  in 

part  in  item  42,  pago  1 

6.  Federal  taxes  paid  on  tax-free  covenant  bonds. 

6.  Excess  of  capital  losses  over  capital  gains 

7.  Additions  to  surplus  reserves  (list  separately) : 

(a) Sail  f   T^*vr^nn4i 

9.  Other  unallowable  deductions: 

9.  Adjustments  not  recorded  on  books  (itemise) : 
(.)      Will   Sa|s*a  Salea 


10.  Sundry  debits  to  earned  surplus  (itemise) : 
(.)  .19*2  R«^4&\allaa*B.t... 


II.  Earned  surplus  and  undivided  profits  at  cloee 

of  the  taxable  year  (Schedule  L) 

IS.  Total  of  Unas  1  to  11 


.32.460 


aa.a24 

.....ASU.&8A 


..313^.204 


% .49J&.17.5. 


M_ 


13.  Earned  surplus  and  undivided  profits  at  close 

of  preceding  taxable  >ear  (Schedule  L) 

14.  Adjusted  net  income  (item  37,  page  1) 

15.  Nontaxable  and  partially  exempt  income: 

(a)  Interest  on: 

(1)  ObliRations  of  a  State,  Territory,  or 
political  subdivision  thereof,  or  the  District  of 
Columbia,  or  United  States  possessions 

(2)  Obligations  of  the  United  States: 

(i)  Obligations  issued  on  or  before  Sep- 
tember 1,  1917;  all  postal  saving 
bonds;  Treasury  notes  issued  prior  to 
December  1,  1940;  and  Treasury  bills 

issued  prior  to  March  1,  1941.  .' 

(ii)  United  States  savings  bonds  and 
Treasury  bonds  owned  in  the  principal 
amount  of  $5,000  or  less,  issued  prior 

to  March  1,  1941 

(iii)  United  States  savings  bonds  and 
Treasury  bonds  owned  in  excess  of 
the  principal  amount  of  $5,000  issued 
prior  to  March  1,  1941 

(3)  Obligations    of    instrumentalities    of    the 

United  States: 

(i)  Obligations  of  Federal  land  banks, 
joint  stock  land  banks,  and  Federal 
intermediate  crfdit  banks  issued  prior 
to  March  1,  1941 

(II)  Obligations  issued  by  other  instru- 
mentalities of  the  United  States  prior 
to  March  1,  1941 

(b)  Other  nontaxable  income  (itemise): 

(2) 

es  (itemise): 


>nt .  Adjuatameuit. 

18.  Sundry  credits  to  earned  surplus  (itemise): 


13  to  18 $ A9Jul7.&  1.7.7. 


..3.5.Q..7J53 


fiaV 


^a_ 


EXCESS  PROFITS  TAX.     (Sm  lnatructlona  fear  Form  1121) 

t  profit*  taut  return  on  F  >rm  1121  being  flled  for  the  taxable  period  covered  by  this  return? X.9.9 

"Hated  groi 


J  personal  service  corporation  (other  than  a  member  of  an  affiliated  group  of  corporations  filing  a  consolidated  return)  signifies  below  its  desire 
not  to  be  subject  to  the  excess  profit*  tax,  It  shall  be  exempt  from  such  tax  and  the  provisions  of  Supplement  8,  Chapter  1,  shall  apply  to  the 
shareholders  in  such  corporation  wro  vera  such  shareholders  on  the  last  day  of  the  taxable  year  of  the  corporation.     (Attach  Form    1121  PS) 


If  corporation  claims  exemption  under  section  727  of  the  Internal  Revenue  Code,  state  basis  of  claim 

If  an  exeeas  profits  tax  return  in  not  being  died  for  the  reason  that  It  Is  claimed  that  the  excess  profits  net  income  computed  under  the  invested  capital 

method  is  not  greater  than  $5,000,  the  following  Schedule  N  should  be  filled  in.     The  completion  of  Schedule  N  does  not  constitute  the  filiug  of  an 

exeess  profits  tax  return. 

Scried  ..I*  N.— EXCESS  PROFITS  MET  INCOME  COMPUTATION 


1.  Normal-tax  net  Income  (computed  without 
credit  for  income  subject  to  excess  profits 
tax)  (item  40  plus  item  88,  page  1) 

ft.  Net  short-term  capital  gain  (do  not  enter  ne* 
abort-term  capital  loss) _.  .. 

ft.  60  percent  of  Interest  on  borrowed  capital 

4.  Adjustment  to  net  operating  lose  deduction 
under  section  711  (a)  (3)  (Lj. 

ft.  Total  of  Unas  1  to  4 


A     PM'leivli  rewl 
*      ticlu.lnt  th« 

and  M  4U-II1 


■111  adtustmemt  (item    I], 
'vet,  (a 

I  prtmahl' 


I.  para  1. 

rm-ived  (actual  or 

.■ennrtal  lii.l.llng  oompaDlaa, 


u  steajsaHsg  immij  itwn  j». 


7.  Net  gain  from  sale  or  exchange  of  capital  s 
(Item  12  (o),  page  1).. 


8.  Income  from  retirement  or  discharge  of  bonds, 

0.  Refunds  and  interest  on  Agricultural  Adjust- 
ment Act  ta\rtf         

10.  Recovarins  of  bad  debts 

11.  Total  of  lines  0  to  10 


112 


t«»      y  i  UNITED  STATES 

CORPORATION  EXCESS  PROFITS  TAX  RETURN 
For  Calendar  Year  1943 

m fatal year ktM 1943, deAj ,  1944 

PRINT  PLAINLY  CORPORATION'S  NAME  AND  aDORFJel 

MorcJMuat*  H»tion»l  R«*lty  Corp...... 

30Q  Montgomary  .St, _ 

^  *^       iSm  sad  — U.  I 

JSum.-Ermcl«QQ- 

« 


1943 


■  antsre.  «■  PH»  1,  Fw  1121       162 


EXCESS  PROFITS  TAX  COMPUTATION 


Cudit  Method 


jfits  net  income  (line  16,  Schedule  A).. _ 

lemption -- 

>fits  credit — based  on  income  (line  46,  Schedule  B) 

jfits  credit — based  on  invested  capital  (line  41,  Schedule  C) 

:cess  profits  credit  adjustment  (attach  schedule).-,. 

of  items  2   to  5 

between  item  1  and  item  6 


5,000 


X    X    X    X    X    X    X 


None 


S  5,000 

X    X    X    X    X    X    X 

JL*£9.Q»19j6l.. 


$.1,^96  ,195. 


29 


za. 


excess  profits  net  income  (item  7,  column  1,  or  item  7,  column  2,  whichever  is  applicable) 

le  (computed  without  regard  to  the  credit  provided  by  section  26  (e))  (item  35,  page  I,  Form  1120) 

(a)  Dividends  received  credit  (85  percent  of  total  of  column  2,  Schedule  E,  Form  1120  (excluding  dividends 


received  on  certain  preferred  stock  of  a  public  utility),  but  not  in 
cent  of  item  10  above)  . 


of  85  per- 


*__ 


(6)   Dividends  paid  on  certain  preferred  stocks  if  taxpayer  is  a  public  utility  (line  20, 

page  2,  Form  1120) _ - I 

t  income  (computed  without  regard  to  the  credit  provided  by  section  26  (e))_ 

I  of  item  12 - - - 

x  under  Chapter  1  (other  than  section  102)  for  the  taxable  year  (item  41,  page  1,  Form  1120). 
item  13  over  item  14 — 


item  15,  whichever  is  lessor..    — - 

cferred  by  reason  of  the  application  of  section  710  (a)   (5)   (relating  to  abnormality  under  section  722)    (attach 


jfits  tax: 

n  16  minus  item  17 — - 

chedule  is  filed  under  question  (y),  page  2,  amount  of  tax  as  computed  in  such  schedule. 

a  18  (o)  or  item  18  (b),  whichever  is  applicable _ — 

Credit  for  income  taxes  paid  to  a  foreign  country  or  United  States  possession  allowed  to  a  domestic  corporation 
(portion  not  used  in  computing  item  42,  page  1,  Form  1120) 

Credit  for  debt  retirement  (item  28,  below) _ - — - 

linus  item  21 - 

if  any,  due  to  application  of  section  734  (adjustment  in  case  of  position  inconsistent  with  prior  income  tax  liability) 
schedule) -- - - - 


)fits  tax  due  (item  22  plus  item  23,  or  item  22  minus  item  23,  whichever  is  applicable) S. 

-POST-WAR  REFUND  OF  EXCESS  PROFITS  TAX  AND  CREDIT  FOR  DEBT  RETIREMENT 


NQU*> 


f  excess  profits  tax  (item  18  (c),  above) 

nrable  under  sections  780  and  781  ( 10  percent  of  Item  25)  (but  to  caws  »bw  Item  18  to  eppUcabto.  sat  Bpucllto  Instructions  M-»). 
amounts  paid  on  indebtedness  or  net  reduction  in  indebtedness  under  section  783  (b)  (2)...l  S |- 


debt  retirement  allowable  under  section  783  (40  percent  of  item  27,  but  not  in  excess  of  10  percent  of  item  2o). 
ear  refund  credit  (item  26  minus  item  2F.1 


-dittoed,  president  (or  Tie*  president,  or  other  principal  officer)  and  treasurer  (or  assistant  treasurer,  or  chief  s 
rail)'  duly  .worn,  each  for  himself  deposes  and  says  thst  this  return  (Including  any  accompanying  schedules  snd 
«1  beHef.  a  true,  correct,  and  complete  return,  made  in  good  faith,  for  the  taaabls  year  stated,  pursusnt  *- 


ou>er)  of  the  corporation  for  which  thl<  return  if 
Lha*  be*n>fl»>r>ined  by  him  and  la,  to  (he  beat  a 
Illations  i ai  Jed  tlu- n 


*£-  ^^^^UW^^ 


»nd  County  of  San  FrancHSBPORATEl 
""  ".W."#"waii,orni-  L_«SiL- J 


biff  Accounting  Orurf-rii 


the  person  named  herein  and    that  the  return    (Including  any  accompanying  schedules  and  statements)   Is  a  true,  correct, 
seas  prolli.  tax  liability  of  the  person  far  whom  this  return  has  been  prepared  of  which  I/we  havs  any  knowledge. 

^.Ciday  of  ....rlOst&ieJk 194..^  ^f^^JtXjj^  j 

'  (SUrnaturs  of  person  preparing  the 


Ts^gpstarsoi officer  iTni'liTuVfnc  oeth) 
'r  CfllUmleeion   l".„: ._ 


/N»tary  Public  in  and  lor  the  C«; 
tnd  County  of  San  Francisco 


'(rlgnelurs  of  parson  preparing  lbs  return) 
(signature <  of"  rassou  preparing  lbs  return) 


ra»  April  li,  >  .  ■  I 


QUESTIONS 

corporation M*y  IS.    1927 ((,)  State  or  country Dwl«»*r« 

office  in  which  your  income  lax  return  for  the  Usable  year  was  fiM      1ft   C^IlfTTlAH ,  ...- - 

insolidated  return?       ilo  If  so,  procure  from  the  collector  Form  861,  Affiliation*  Schedule,  which  shall  be  filled  In,  sworn  to,  and  filed 

t  of  the  consolidated  income  tax  return. 

inn  the  excess  profits  credit  under  the  invested  capital  method,  do  vou  elect  to  Include  in  exoeaa  profits  net  income  Interest  received  on,  reduced 
Mount  of  aniortixable  bond  premium  under  section  125  attributable  to,  all  Government  obligations  described  In  seetion  22(b)(4)  of  the  Internal 

i  CodeT     (Answer  "yes"  or  "no")  ....Ho 

transferor  or  transferee  upon  an  exchange  as  defined  by  section  760  or  701  of  the  Internal  Ilcvonue.  CodeT     (Answer  "yes"  or  "no")    -MO. 

■ctiirn  involve  an  adjustment  of  the  excess  pronto  tax  liability  due  to  the  application  of  the  sections  specified  in  (1)  below?     (Answer  "yea" 

Mfl If  answer  is  "yes": 

deck  the  appropriate  sections  and  submit  schedules  showing  computation:  710(a)(4)  D;721  □;  726D;  731  Dl  736(b)  D;  736(e)  Q;  790(a)  □; 
736(b)  D-     (***>  General  Instructions  E,  F,  G,  II,  and  I.)    (Enter  amount  of  excess  profits  tax  as  Item  18  (b),  page  f) 

•om  the  schedules  submitted  under  (1)  above,  enter  anv  tax  adjustment  which  results  from  the  application  of  each  of  the  following  section*: 
721,  t ;  726,  *.; ;  731,  $ 

om  the  schedules  submitted  under  (1)  above,  enter  any  income  adjustment  which  results  from  the  application  of  each  of  the  following  sections: 

721,  $.  :  731,  $ ;  735(b),  *_ ;  735(c),  $ 

nut  of  total  assets  as  of  the  end  of  the  taxable  year.      (From  Form  1120,  page  4,  line  8,  last  column),  $ 

Schedule  A.     EXCESS  PROFITS  NET  INCOME  COMPUTATION 


x  nrt  income  (eomputcd  without  allowance  of  credit  for  income  subject  to  exo 
without  allowance  of  dividends  received  credit)  (item  37,  page  1,  Form  1120).-. 

term  capital  gain  (do  not  enter  net  rhort-tcrm  capital  loss) 

>t  to  net  operating  loss  deduction 

n  deductions  limited  by  income 

of  interest  on  borrowed  capital 

i  Government  obligations  (see  question  (c)  above,  for  election)...... 

a)  of  lines  1  to  0 

rom  sale  or  exchange  of  capital  assets  (item  12  (a),  page  1,  Form  1120) 

>m  retirement  or  discharge  of  bonds,  etc 

ml  Interest  on  Agricultural  Adjustment  Act  taxes 

i  of  bad  debts. . 

i  deductions  limited  by  income 


i  profits 


•nds  received  credit  adjustment  (item  13,  page  1,  Form  1120,  excluding  dividends  received 

a  foreign  corporations)... „ 

Bda  received  credit  adjustment  (item  13,  page  1,  Form  1120,  excluding  dividends  re- 
ed from  foreign  personal  holding  companies  and  dividends  received  on  stock  held  pri- 

ily  for  sale  to  customers  by  a  dealer  in  securities) --- 

le  income  of  certain  industries  with  dcplctable  resources ... 

tal  of  lines  8  to  14 _ 

■fits  tax  net  income  computed  without  regard  to  deductions  applicable  to  lifo  insurance 

ies  (line  7  minus  line  15).. _ 

is  applicable  to  life  insurance  companies..  

>fits  net  income  computed  under  income  credit  method  or  invested  capital  credit  method 
,  or  line  16  minus  line  17  in  case  of  a  life  insurance  company) 


XXXXXXX  XX 

X    X    X    X    X    X    X 


XXXXXXX 


Cum  M STOOD 


Hon* 


X    X    X    X    X    X 


*  Nona 


Hotej 


This  company  is  a  subsidiary  of  Bank  of  America  NT  ft  SA  and  operated  at 
neither  gain  or  loss  per  rent  agreement  with  parent  corporation. 


vs.  Commissioner  of  Internal  Revenue  115 


ft 

o 
O 


OS    00 

Cw>    <X> 

«3 

e6   v 
o  o 

© 
S3  rH 

S3 
cc 


o  J 

^  i^ 


^ 


a; 


t» 
O 

hh* 
a 

"ra 


rH  O- 

CM  i-l 

•J 

-*"  ai 

rH  uo 

N 

OO  CO 

PL, 

CNpt-" 

rH  CO 

-e©- 

^C 

as 

CD  CO 

OS  © 

o 

CO  Tji 

< 

CM  (M 

NC^ 

©~cf 

f-< 

ft 

CM  OS 

cu 

■€©• 

Q 

p* 

LO  rH 

X 

CO   TfJ 

H 

CO*  CO 

Tf   OO 

m 

rH  © 

a 

-*  t~-" 

s 

CO 

■€© 

CM    « 


o  o 

rH  rH 

©°  CO 
+J    rH  t— 

»CoH 

CM 


T3   OW 
CP    ©  CO 

.5  ©  r* 

fl)    IOC5 

o  cow 

^    T*  CM~ 

00  © 
CO 


ft 
o 

S3 
o 
S3 

o 


cc 


cp  cp  JQ 


*H 


o 


c6  *» 

WO 


oo 

CO 
CO 

t- 

©" 

oo 
©s- 


cr: 
OS 

© 

rH 

©" 
CM 


CO 

© 


CM 


© 

CM 

lo 
© 
© 
lo" 
oo 
to 

t-T 

-6© 


CO 

CM 

r>" 

00 
CO 

T-T 

■e© 


CO 

lo 


© 

rH 
■6© 


rH  LO 
CM  CO 
CM  ©' 
©  CM 

rH 
-€©■ 


O 


rH 

© 
CM 
CM 

coT 

CO 

•e© 


Tt<  ©  © 

HOO 

LO*  ©'  LO* 
Tt<  lO  CM 

ClrH 

co~ 

CO 


CO 

to 

10' 

CM 

© 

cm" 

-€© 


S 

o 
ep 
S3 

HH 

a 


Ch 


3  2 
o  £ 

.22  g 


cp.2 

e6    ^ 
fe    O 

5  «s 

CO 

M  1 7  J 

(M      CO    UJ    O) 

„.,    -f-    02    ce 

Cp      M  •■-■  -i-i 

J-      C£3    rC    -C 

•  i— i    '^    o    Cv 

I      so   cc   cc 

|        0/     t-t     U 

g  WIhIh 

X 

CO 


c  © 

O  Tfl 

♦3  cm" 

06  CO  t- 

3  Tf  >0 


<X>  OS 
ft 

CP 

Q 


© 

CO 


i6   ^ 

PQ  ©^ 

T-T 

rH 

■©s- 


C     02 

LO 

O    fi 

CO 

'•J3  s 

C5 

OS 
OS 

a>  ^ 

co' 

53  o 

t- 

qW 

© 
-f' 

©r 

0Q 

oc- 

«* 

+- 

CM 

ae 

CO 

o 
O 

cc 

^© 


CM 


C 


H3 

cy 

in 


CM 


ft 

CP 

c 


6c 


« 


116  Bank  of  Am.  Nat.  Trust  &  Sav.  Assn. 


^ 

o 

o 

A 

£ 

'8 

i 

d 

C3 

fe 

■+- 

<D 

pq 

rt 
r/j 

CO 

CO 

to" 


OS 


-^ 


P    CO 

O      T-l 

^   O 

eg 

P 


CM 


CO 

o 


in 

o 


T3 


oot-oco^csea-^coi-rat- 

r-J  CO  O  t!J  !>;  rH  OS  CM  tJH  CO  CO 

OS  rj?  O  OS  CO*  CO  OS*  rH  O  "*  CO 

CMOOOOi^t-COt^UOCNICO 

CO^O^LO^cq^  OS  r-^ir^T^"* 

r-TcTr-rco"'csf      uo'co'cnT 

CO  t-  1— I  CM         iH 

■ee- 


os 

CM 

o> 

p 


ft 


Q}  rH 


P     C^ 

-4,     O      P 

X  P  e  * 

ta  o  S  p  » 
^  js  &£.£ 

«  5?  p  .5  ~ 

S  "»  w2  kH  S 


a>  ;p 

o  a 
I 

>>  be 
^^ 

p2 


s 

P  Q} 

■»  2  5S 

<u   P<  p 

be  X  o> 


<x>r^  bcK 


& 


P 
3  S  1 


P  p 
P  « 


OS 


03 
I 


3  "5    ^ 
I        PQ 

S3 

m 


rt 


p 


P     w   § 

S-P   02 
-  -1=  I 


•si 


rt 
02 


o   n 

eg  ra 
rt  o> 


g  So 

rt 

m 


05 


rH 

(V 

S 

► 
O 

XJ 


vs.  Commissioner  of  Internal  Revenue  117 

Mr.  Koster:  That  concludes  the  presentation. 
The  Petitioner  rests. 

The  Court:  Now,  those  first  exhibits,  Q,  R,  and 
S,  are  little  booklets.  Do  they  more  or  less  speak 
for  themselves  ? 

Mr.  Koster:  Yes.  They  are  annual  reports  of 
the  Bank  of  America  and  Transamerica  Corpora- 
tion. 

Mr.  Crouter:  I  have  only  a  correction  to  make, 
if  the  Court  please.  A  few  moments  ago,  when  I 
referred  to  the  question  of  consideration  of  tax 
matters,  I  believe  I  inadvertently  referred  to  Ex- 
hibit 20-T  and  that  should  have  been  Exhibit  14-N. 
That  would  be  straightened  out  on  brief  but  I 
wouldn't  want  that  to  stand  as  an  error  in  the 
record.   Respondent  has  nothing  further  to  submit. 

The  Court:  The  briefs  in  this  case  will  be  due 
December  28th,  the  original  briefs,  and  January 
26, 1950,  for  the  reply  briefs. 

This  proceeding  is  now  submitted. 

Mr.  Koster:     Thank  you. 

Mr.  Crouter :     Thank  you. 

(Whereupon,  at  6:05  o'clock  p.m.,  the  hear- 
ing in  the  above-entitled  matter  was  con- 
cluded.) [26] 

Certificate 

I,  Franklin  R.  Greene,  one  of  the  official  report- 
ers of  the  Tax  Court  of  the  United  States  under  its 
reporting  contract,  assigned  to  report  certain  pro- 
ceedings during  the  session  of  The  Tax  Court  in 
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San  Francisco,  California,  beginning  November  7, 
1949,  do  hereby  Certify  as  follows : 

That  I  reported  all  of  the  proceedings  in  the  case 
of  Bank  of  America  National  Trust  and  Savings 
Association,  Docket  No.  8993,  on  November  7,  1949, 
before  the  Honorable  Marion  J.  Harron,  Judge  of 
The  Tax  Court; 

That  I  did  well  and  truly,  to  the  best  of  my 
ability,  record  in  Stenotypy  fully,  completely  and 
accurately  all  of  the  proceedings  which  I  was  as- 
signed to  report,  including  all  colloquy  and  state- 
ments made  during  the  proceedings,  and  all  ques- 
tions to  and  answers  given  by  witnesses ; 

That  my  stenotype  record  is  full,  complete  and 
accurate;  and 

That  the  foregoing  record  is  a  true,  complete  and 
accurate  transcript  of  my  stenotype  notes  of  all  the 
proceedings  which  I  reported,  and  all  of  the  testi- 
mony which  was  taken  in  the  above-entitled  cause. 

/s/  FRANKLIN  R,  GREENE, 
Reporter. 

Date:     Nov.  23,  1949. 

Filed  T.C.U.S.,  December  7,  1949. 
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The  Tax  Court  of  the  United  States 
Docket  No.  8993 

BANK    OF    AMERICA    NATIONAL    TRUST 
AND  SAVINGS  ASSOCIATION, 

Petitioner, 

vs. 

COMMISSIONER  OP  INTERNAL  REVENUE, 

Respondent. 

Promulgated  October  20,  1950 

FINDINGS  OF  FACT  AND  OPINION 

Petitioner  transferred  legal  title  to  eight  of  its 
banking  premises  to  Capital  Company  for  a  con- 
sideration which  was  less  than  the  adjusted  bases 
of  the  properties.  Capital  Company  was  the  wholly 
owned  subsidiary  of  a  holding  company  which 
owned  a  substantial  interest  in  petitioner.  Prior 
to  the  transfers,  the  parties  agreed  orally  that  title 
to  the  properties  would  be  reconveyed  on  petition- 
er's command  to  petitioner,  or  to  its  wholly  owned 
subsidiary,  Merchants,  in  about  30  days  for  the 
same  consideration  as  was  originally  advanced. 
During  the  time  Capital  Company  held  title  to  the 
properties,  it  was  paid  a  "rental"  calculated  to 
yield  a  return  to  it  of  6  per  cent  per  year  upon  the 
amounts  advanced  to  petitioner.  After  approxi- 
mately 30  days,  Capital  transferred  formal  title  to 
the  bank  premises  to  Merchants. 

Merchants  was  a  wholly  owned  subsidiary  of 
petitioner  which  had  no  salaried  employees  of  its 
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own.  Its  only  business  was  the  ownership  of  prop- 
erty which  it  leased  to  petitioner,  and  whatever 
work  was  necessary  to  the  operation  of  this  busi- 
ness was  performed  by  employees  of  petitioner. 
Petitioner  had  complete  dominion  and  control  over 
Merchants   and   the   properties   transferred   to   it. 

Held: 

1.  The  sale  to  Capital  Company  was  not  bona 
fide,  and  Capital  Company  was  a  mere  conduit  for 
the  conveyance  of  legal  title  from  petitioner  to 
Merchants. 

2.  The  transactions  between  petitioner  and  Mer- 
chants lacked  substance  and  reality,  and  petitioner 
did  not  suffer  a  deductible  loss  therefrom.  Higgins 
v.  Smith,  308  U.  S.  473,  followed. 

George  H.  Koster,  Esq.,  for  the  petitioner. 
Earl  C.  Crouter,  Esq.,  for  the  respondent. 

The  Commissioner  originally  determined  a  de- 
ficiency in  petitioner 's  income  tax  liability  for  1943 
in  the  amount  of  $915,040.93  and  a  deficiency  in 
petitioner's  declared  value  excess  profits  tax  liability 
for  1943  in  the  amount  of  $161,650.70.  In  an 
amended  answer,  the  Commissioner  has  made  claim 
for  increased  deficiencies  in  both  taxes,  increasing 
the  deficiencies  to  $942,337.38  and  $166,472.87,  re- 
spectively, upon  his  determination  that  petitioner 
had  additional  income  in  1943.  The  petitioner  con- 
cedes that  the  increase  in  the  amount  of  its  taxable 
income,  in  this  respect,  is  correct. 

The  issue  in  this  proceeding  is  whether  the  trans- 
fer by  petitioner  of  the  legal  title  to  eight  of  its 
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banking  premises  for  a  price  which  was  less  than 
the  adjusted  bases  of  the  properties  resulted  in 
deductible  losses  to  petitioner  in  the  amount  of 
$464,811.68  where,  pursuant  to  an  oral  agreement 
with  petitioner,  the  transferee  corporation  recon- 
veyed  title  to  the  banking  premises  to  a  wholly 
owned  subsidiary  of  petitioner  about  30  days  later. 

Other  adjustments  made  by  respondent  in  peti- 
tioner's income  are  not  in  dispute. 

Petitioner  filed  its  returns  for  the  year  in  ques- 
tion with  the  collector  for  the  first  district  of 
California. 

The  record  in  this  proceeding  consists  of  a  stipu- 
lation of  facts  and  various  joint  exhibits. 

Findings  of  Fact 

All  of  the  facts  which  have  been  stipulated  are 
found  as  stipulated. 

Petitioner  is  a  national  banking  association 
which  was  incorporated  on  March  1,  1927,  under 
the  laws  of  the  United  States.  It  operates  a  bank- 
ing system  in  California  through  approximately  500 
branches,  and  has  its  principal  place  of  business 
in  San  Francisco.  Title  to  some  of  the  buildings 
in  which  petitioner  conducts  its  banking  business 
is  held  in  the  name  of  petitioner,  and  title  to  other 
properties  is  held  in  the  name  of  petitioner's 
wholly  owned  subsidiary,  Merchants  National 
Realty  Corporation  (hereinafter  referred  to  as 
"Merchants"). 

At  all  times  pertinent  to  this  proceeding,  Mer- 
chants was  a  wholly  owned  subsidiary  of  petitioner. 
Many   of   the   officers   and   directors   of   petitioner 
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were  also  officers  and  directors  of  Merchants.  The 
only  business  of  Merchants  was  the  ownership  of 
property  which  it  leased  to  petitioner.  Merchants 
had  no  salaried  employees.  Whatever  work  was 
necessary  to  the  operation  of  its  business  was  per- 
formed by  employees  of  petitioner.  Merchants' 
place  of  business  was  in  the  headquarters  of  peti- 
tioner in  San  Francisco. 

The  basic  lease  ageements  under  which  petitioner 
leased  property  from  Merchants  provided  that  in 
exchange  for  a  10-year  lease,  petitioner  would  pay 
to  Merchants  as  rent  "an  amount  equal  to  the  total 
of  all  expenses  and  charges  of  the  Lessor,  which  are 
allowable  to  the  Lessor,  Merchants  National  Realty 
Corporation,  as  deductions  from  gross  income  for 
Federal  income  tax  purposes,  less  an  amount  equal 
to  the  total  income  of  the  Lessor  derived  from  all 
services  other  than  the  rental  to  be  paid  here- 
under. ' ' 

On  August  31,  1939,  bank  examiners  from  the 
office  of  the  United  States  Comptroller  of  the  Cur- 
rency determined  that  the  values  of  the  banking 
properties  in  the  books  of  petitioner  were  in  excess 
of  their  fair  market  value,  and  they  recommended 
that  petitioner  be  required  to  reduce  the  book 
values  to  the  actual  values  of  the  banking  proper- 
ties in  its  books.  Petitioner  refused  to  comply  with 
the  recommendation  of  the  bank  examiners  and 
contended  that  the  Comptroller  of  the  Currency  did 
not  have  the  authority  to  require  it  to  write  down 
the  value  of  any  of  its  assets.  After  a  number  of 
conferences   and  exchanges  of  correspondence  be- 
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tween  petitioner  and  the  Office  of  the  Comptroller 
of  the  Currency,  an  agreement  was  reached  on 
March  6,  1940,  as  to  the  amount  at  which  each 
banking  property  should  be  carried  on  petitioner's 
books.  This  agreement  provided  that  "the  unal- 
located reserve  set  up  by  the  Bank  shall  be  reduced 
by  the  difference  between  the  present  carrying 
value  of  each  such  premise  and  the  value  of  such 
as  determined  by  the  committee  [comprised  of 
three  Government  banking  officers].  *  *  *  The  re- 
mainder of  such  reserve,  if  any,  may  be  returned 
to  the  undivided  profits  accounts."  In  March, 
1941,  petitioner  informed  the  committee  that: 

We  will  agree  to  establish  a  new  cost  basis 
for  the  bank  premises  listed  in  Exhibit  "A" 
hereto  attached  in  such  manner  as  will  result 
in  a  charge  of  approximately  $1,000,000  against 
our  profits  for  the  period  ending  June  30,  1941, 
and  a  similar  charge  in  the  third  quarter  of 
1941.  The  new  cost  basis  to  be  established 
shall  be  determined  from  the  American  Ap- 
praisal Company  appraisal,  using  the  lowest 
appraisal  of  the  American  Appraisal  Company 
as  to  the  particular  properties  involved.  No 
adjustment  will  be  made  as  to  properties  with 
respect  to  which  American  Appraisal  Com- 
pany's most  adverse  appraisal  exceeds  book 
value. 

The  committee  recommended  that  $2,000,000  be 
written  off  by  petitioner  in  1941  and  $2,000,000  be 
written  off  in  1942.  The  Comptroller  of  the  Cur- 
rency accepted   this  proposal   and  informed  peti- 
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tioner   to    that    effect.     The    Comptroller   also   in- 
formed petitioner  that : 

Any  or  all  of  the  amount  may  be  charged  to 
Undivided  Profits  instead  of  the  Unallocated 
Reserve  if  desired,  the  amount  of  that  Reserve, 
however,  not  to  be  reduced  below  $4,000,000 
except  after  writeoff  of  the  $2,000,000  in  1941 
and  approximately  $2,000,000  in  1942. 

The  petitioner  informed  the  Comptroller  that 
these  arrangements  for  a  "reduction  in  book  value 
of  banking  premises"  were  satisfactory  to  it. 

George  H.  Koster,  one  of  petitioner's  counsel, 
was  asked  by  petitioner  if  he  could  advise  it  of  a 
method  whereby  the  Comptroller's  requirement 
that  the  properties  be  written  down  could  be  met, 
without  at  the  same  time  receding  from  petitioner's 
position  that  it  was  entitled  to  carry  the  properties 
at  cost.  He  gave  suggestions  to  the  petitioner  in  a 
memorandum  to  petitioner  dated  January  10,  1941, 
part  of  which  is  set  forth  in  the  margin.1 

Koster  and  L.  M.  Oiannini,  president  of  peti- 
tioner, discussed  the  tax  effects  of  the  transactions 
and  the   results   to  be   achieved  by   them   with   a 


i  *  *  *  rpj^  3ank  called  me  into  the  matter,  ex- 
plaining to  me  the  controversy  and  asked  me  to 
advise  them  of  a  method  by  which  they  could  com- 
ply with  this  accord  without  receding  from  their 
position  that  they  should  be  entitled  to  carry  their 
properties  at  cost. 

I  advised  them  that  they  could  probably  arrange 
to  purchase  and  sell  properties  between  the  Bank 
and  Merchants  National  Realty  Corporation,  so 
that  the  purchase  price  of  the  respective  properties 
would  be  a  figure  satisfactory  to  the  Committee 
and  in  accordance  with  the  agreement.    The  Bank 
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representative  of  the  Comptroller  who  informed 
them  that  the  Comptroller  could  not  pass  upon  the 
tax  consequences  of  any  of  the  transactions. 

Transamerica  Corporation  is  a  holding  company. 
It  owns  substantial  amounts  of  stock  of  many  banks 
and  industrial  concerns.  During  1941,  1942,  and 
1943,  either  Transamerica  Corporation  or  its  sub- 
sidiary companies  owned  common  and  preferred 
stock  of  petitioner,  each  of  which  had  equal  voting 
rights.  During  1941,  1942,  and  1943,  the  outstand- 
ing common  stock  of  petitioner  amounted  to 
4,000,000  shares;  and  there  was  preferred  stock 
outstanding  in  the  amount  of  540,000  shares  *in 
1941,  460,796  shares  in  1942,  and  405,146  shares  in 
1943.     Transamerica    and    its    subsidiaries    owned 


officers  felt  that  since  it  was  a  transaction  between 
the  parent  and  a  wholly  owned  affiliate,  the  pur- 
chase and  sale  transaction  might  be  ignored  and 
the  transaction  considered  a  write-down  which 
would  establish  a  precedent  whereby  the  Bank  might 
be  compelled  to  continue  the  practice  of  arbitrarily 
writing  down  its  banking  premises.  The  Bank,  of 
course,  did  not  wish  to  establish  a  precedent  or  to 
be  in  a  position  where  it  could  ever  be  faced  with 
the  contention  that  it  had  previously  recognized  the 
legality  of  any  requirement  by  the  Comptroller  of 
Currency  that  banking  premises  should  be  arbi- 
trarily  written   down. 

I  then  suggested  that  if  the  Bank  and  Merchants 
National  Realty  Corporation  should  be  willing  to 
assume  the  risks  which  might  result  where  prop- 
erty is  removed  from  their  hands  even  for  a  short 
period  of  time,  they  might  arrange  with  some  other 
company,  such  as  Capital  Company,  to  purchase  the 
property  from  one  and  then  sell  to  the  other.  Capi- 
tal Company  may  do  this  as  an  accommodation 
since  they  have  had  considerable  dealings  with  the 
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common  and  preferred  stock  of  petitioner  in  1941, 
1942,  and  1943  in  the  total  amounts  set  forth  below : 

Stock   Owned   by   Transamerica   and    Subsidiaries 

1941  1942  1943 

Common 899,820  692,394  570,134 

(outstanding)  (4,000,000)  (4,000,000)  (4,000,000) 

Preferred 500,844  425,174  370,634 

(outstanding)  (540,000)  (460,796)  (405,146) 

Capital  Company  (hereinafter  referred  to  as 
"Capital")  is  a  wholly  owned  subsidiary  of  Trans- 
america Corporation  and  is  engaged  in  the  real 
estate  business. 

.Sometime  in  1941,  R.  G.  Smith,  who  was  the 
executive  vice-president  of  petitioner  and  the  presi- 
dent of  Merchants,  conferred  with  E.  C.  Woodruff, 
the  president  of  Capital.  An  agreement  was 
reached  between  these  two  executives  in  behalf  of 
their    respective    companies.     The  parties   to   this 

Bank,  but  it  would  seem  they  might  and  would 
probably  be  justified  in  being  compensated  for  the 
work  involved  in  the  transfers  of  the  property. 
Such  an  arrangement  would  avoid  the  element  of 
direct  transactions  between  affiliated  companies,  at 
least  in  form,  even  though  the  effect  might  be  the 
same.  Of  course,  the  element  of  risk  in  transactions 
such  as  this,  would  be  a  distinction  as  against  direct 
transactions  between  the  affiliated  companies. 

The  officers  of  the  Bank  inquired  as  to  the  results 
of  such  transactions  for  tax  purposes  and  especially 
whether  there  was  anything  wrong  in  transactions 
such  as  this.  I  told  them  there  is  nothing  in  the  tax 
law  which  prohibits  business  transactions  having  a 
definite  purpose,  just  so  long  as  those  transactions 
are  not  used  for  the  purpose  of  defrauding  the 
Government  of  taxes.   *   *   * 
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proceeding  have  stipulated  that  this  agreement  pro- 
vided : 

*  *  *  That  the  Bank    [petitioner]    or  Mer- 
chants would  execute  deeds  to  Capital  Company 
with    respect    to    [certain]    banking    premises 
"*  *  *  ;   that   Capital   Company   would   accept 
delivery  of  such  deeds;  that  Capital  Company 
would   deliver  its   checks   to   the   Bank    [peti- 
tioner] and  to  Merchants  in  amounts  equal  to 
the  value  of  said  premises  as  appraised  by  the 
American  Appraisal  Company;  that  the  Bank 
[petitioner]    intended    to    and    would    receive 
back,  deeds  to  the  said  property  within  thirty 
days  or  so  after  delivery  of  deeds  thereto  to 
Capital  Company,  and  Capital  Company  agreed 
to  execute  and  deliver  deeds  to  said  property  to 
the  Bank  or  Merchants  at  any  time  upon  re- 
quest of  the   Bank;   that  there   would   not   be 
any  written  agreement  between  the  Bank,  Mer- 
chants and  Capital  Company  providing  for  the 
execution  and  delivery  of  deeds  from  Capital 
Company  to  the  Bank  or  to  Merchants;  that 
when  the  Bank  requested  delivery  of  deeds  to 
such  property  from  Capital  Company  to  it  or 
to  Merchants,  the  Bank  or  Merchants  would 
give  its  check  to  Capital  Company  for  the  same 
amount  of  the  check  which  Capital  Company 
gave  the  Bank  or  Merchants  for  the  respective 
property,    plus   acquisition    costs    incurred    by 
Capital  Company  in  connection  with  the  trans- 
action; and  that  between  the  time  of  the  de- 
livery of  the  deeds  with  respect  to  the  respec- 
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tive  properties  from  the  Bank  or  from  Mer- 
chants to  Capital  Company,  and  the  time  of 
the  delivery  of  the  deeds  with  respect  to  the 
respective  properties  from  Capital  Company 
to  the  Bank  or  to  Merchants,  the  Bank  would 
pay  to  Capital  Company  as  rental  amounts 
equal  to  6%  per  annum  net  upon  the  amounts 
paid  by  Capital  Company  to  the  Bank  or  to 
Merchants,  as  aforesaid.  *  *  * 

Pursuant  to  this  agreement,  Merchants  deeded 
four  of  the  banking  premises  to  which  it  held  title 
to  Capital  in  1941,  and  Capital,  in  turn,  deeded  the 
properties  to  petitioner  shortly  thereafter.  The 
amounts  paid  by  petitioner  to  Capital  were  the  same 
as  the  amounts  which  had  been  paid  by  Capital  to 
Merchants.  Merchants  showed  losses  from  these 
transactions  on  its  books  and  in  its  tax  return  in 
the  total  amount  of  $503,373.97.  In  1942  Merchants 
similarly  deeded  ten  of  the  banking  premises  to 
which  it  held  title  to  Capital  which,  in  turn,  deeded 
them  to  petitioner  for  the  same  amounts  which  it 
had  paid  to  Merchants.  Merchants  showed  losses 
from  these  transactions  in  the  amount  of  $463,593.85 
on  its  books  and  in  its  tax  return. 

In  the  year  1941,  petitioner  executed  and  de- 
livered to  Capital  deeds  to  16  banking  premises. 
About  30  days  after  each  deed  Ava.s  delivered  to 
Capital,  Capital  executed  and  delivered  a  deed  to 
the  same  property  to  Merchants.  The  amounts  re- 
ceived by  petitioner  from  Capital  were  the  same 
as  the  amounts  which  were  paid  to  Capital  by 
Merchants.  According  to  petitioner's  books  and  tax 
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return,  these  transactions  resulted  in  losses  to  it 
in  3941  which  totalled  $1,383,039.64.  In  the  year 
1943,  petitioner  executed  and  delivered  to  Capital 
deeds  to  eight  banking  premises.  About  30  days 
after  each  deed  was  delivered,  Capital  executed 
and  delivered  a  deed  to  the  same  property  to  Mer- 
chants. The  amounts  received  by  petitioner  from 
Capital  for  these  properties  were  the  same  as  the 
amounts  received  by  Capital  from  Merchants.  The 
details  of  the  1943  transactions  are  set  forth  in 
the  following  schedule : 
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The  only  losses  directly  involved  in  this  proceed- 
ing are  those  claimed  by  petitioner  for  the  year 
1943  in  the  amount  of  $464,811.68. 

In  carrying  out  the  aforesaid  transactions,  all 
formalities  in  connection  therewith,  such  as  the 
execution  and  recording  of  deeds,  the  affixing  of 
documentary  stamp  taxes,  the  transfer  of  fire  in- 
surance, and  the  recording  of  the  transactions  on  the 
books  of  all  companies  as  purchases  and  sales  of 
property,  were  complied  with.  When  the  properties 
were  deeded  to  Capital,  the  outstanding  fire  insur- 
ance policies  covering  the  respective  properties  were 
amended  by  riders  to  provide  that  any  loss  payable 
thereunder  should  be  paid  to  Capital;  and  when 
Capital  deeded  the  properties  to  petitioner  or  to 
Merchants,  the  policies  were  again  amended  by 
riders  to  provide  that  any  loss  payable  thereunder 
should  be  paid  to  petitioner  or  to  Merchants,  re- 
spectively. 

Upon  the  execution  and  delivery  of  the  deeds  to 
the  respective  properties  by  petitioner  or  Merchants 
to  Capital,  petitioner  and  Capital  executed  a  ' '  lease ' ' 
agreement  with  respect  to  each  property,  which 
provided  for  the  payment  by  petitioner  to  Capital 
of  a  "rental"  equal  to  a  return  of  6  per  cent  per 
year  to  Capital  on  the  money  which  it  had  paid  out. 

All  of  the  properties  to  which  Merchants  ac- 
quired formal  title  through  Capital  were  immedi- 
ately leased  by  Merchants  to  petitioner  under  the 
same  form  of  a  basic  lease  agreement  between  those 
parties  as  stated  above. 

At  all  times   pertinent   to   this   proceeding,   the 
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banking  properties  which  were  the  subject  of  the 
transactions  involved  herein  were  occupied  and 
used  by  ranches  of  petitioner.  It  was  not  contem- 
plated at  any  time  that  there  would  be  any  interrup- 
tion or  change  in  the  use  and  occupancy  of  the 
banking  properties  by  the  branches  of  petitioner 
which  occupied  them. 

The  explanation  given  by  the  respondent  in  the 
notice  of  deficiency  for  disallowing  the  claimed 
loss  deduction  is  set  forth  in  the  margin.2 


2(1)  Net  loss  claimed  on  the  sale  of  assets  other 
than  capital  assets  includes  losses  of  $464,811.68  on 
the  sale  of  certain  banking  premises  to  the  Capital 
Company.  The  Capital  Company  held  legal  title 
to  these  properties  for  a  period  of  one  month  and 
received  rent  from  you  for  such  period  of  owner- 
ship. The  properties  were  then  sold  by  the  Capital 
Company  to  the  Merchants  National  Realty  Cor- 
poration, your  wholly  owned  subsidiary. 

The  Transamerica  Corporation  controlled  all  of 
the  outstanding  shares  of  the  Capital  Company. 
Approximately  22  per  cent  of  your  stock  was  owned 
by  the  Transamerica  Corporation  group. 

Under  date  of  August  1,  1936,  you  entered  into 
an  agreement  with  the  Merchants  National  Realty 
Corporation  whereby  you  leased  from  the  Merchants 
National  Realty  Corporation  certain  banking 
premises.  The  rental  was  to  be  an  amount  equal 
to  the  total  of  all  expenses  and  charges  of  the  lessor 
allowable  to  said  lessor  as  deductions  from  gross 
income  for  federal  income  tax  purposes,  less  an 
amount  equal  to  the  total  income  of  the  lessor 
derived  from  all  other  sources.  The  result  of  this 
agreement  is  that  all  operations  of  the  Merchants 
National  Realty  Corporation  were  merged  with  your 
operations,  leaving  no  income  of  the  Merchants 
National  Realty  Corporation  subject  to  income  tax. 
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Capital  was  merely  a  conduit  through  which  peti- 
tioner made  formal  transfers  of  the  title  to  the  eight 
properties  involved  in  this  proceeding  to  its  sub- 
sidiary, Merchants.  The  transfers  of  title  to  the 
eight  properties  by  petitioner  to  Capital  did  not 
constitute  bona  fide  sales  of  the  parcels  of  property 
to  Capital. 

Petitioner  at  all  times  had  complete  ownership, 
dominion,  and  control  over  Merchants  and  over 
each  of  the  eight  parcels  of  property. 

Opinion 

Harron,  Judge:  The  issue  in  this  proceeding  is 
whether  transfers  by  petitioner  of  the  legal  title  to 
eight  of  its  banking  properties  resulted  in  deducti- 
ble losses  under  section  23(f). 

Petitioner  contends  (1)  that  the  transfers  of 
properties  to  Capital  were  bona  fide  sales  which 
resulted  in  deductible  losses;  and  (2)  that  even  if 
the  transactions  are  viewed  as  sales  of  the  prop- 
erties by  petitioner  to  Merchants,  the  fact  that 
Merchants  was  a  wholly  owned  subsidiary  of  peti- 
tioner does  not  require  disallowance  of  the  claimed 
deductions. 

Respondent  contends  that  the  losses  are  not  de- 
ductible because  petitioner  never  relinquished 
dominion  and  control  over  the  properties.  With 
respect  to  the  transfers  to  Capital,  respondent  con- 
It  is  held  that  no  deductible  loss  resulted  from 
the  sale  of  banking  premises  to  the  Capital  Com- 
pany. Your  taxable  income  is,  therefore,  increased 
$464,811.68. 
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tends  that  the  transfers  did  not  constitute  bona 
fide  sales  because  of  Capital's  oral  agreement  to 
retransfer  the  properties  to  Merchants,  a  wholly 
owned  subsidiary  of  petitioner.  With  respect  to 
the  transfers  to  Merchants,  respondent  contends 
that  no  loss  was  sustained  by  petitioner  as  a  result 
of  the  transfers  of  the  title  to  the  properties  to 
Merchants.  Respondent  emphasizes  the  point  that 
Merchants  was  a  wholly  owned  subsidiary  of  peti- 
tioner, subject  to  petitioner's  complete  dominion 
and  control,  and  that  the  " lease"  arrangements 
with  Merchants  were  not  arms-length  lease  agree- 
ments such  as  would  be  made  with  a  stranger. 

In  order  for  a  loss  upon  the  sale  of  property  to 
be  deductible,  it  must  be  established  by  a  bona  fide 
sale.  Higgins  v.  Smith,  308  U.  S.  473.  See,  also, 
Regulations  111,  section  29.23(e)(1),  (f)(1).  And 
the  loss  must  be  actual  and  real.  Gregory  v.  Hel- 
vering,  293  U.  S.  465;  Burnet  v.  Huff,  288  U.  S.  156; 
Weiss  v.  Wiener,  279  IT.  S.  333.  Also,  under  section 
23(f),  a  taxpayer  must  prove  that  a  loss  is  sustained. 
The  transactions  between  petitioner  and  Capital  do 
not  satisfy  these  requirements. 

All  of  the  facts  in  this  proceeding  have  been 
stipulated,  and  they  are  not  in  dispute.  In  fact, 
the  petitioner  has  not  concealed  at  any  time  any 
of  its  arrangements,  but  has  made  full  disclosures 
of  them,  at  least  as  far  as  this  proceeding  is  con- 
cerned. The  facts  show  that  petitioner  conveyed 
the  legal  title  to  the  properties  to  Capital,  and  that 
it  meticulously  complied  with  all  of  the  customary 
formalities    necessary    for    the    transfers    of    title. 
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However,  transfer  of  naked  legal  title  is  but  one 
of  the  elements  to  be  considered  in  determining  tbe 
true  nature  of  a  transaction.  United  States  v. 
Utah-Idaho  Sugar  Co.,  96  Fed.  (2d)  756.  The  other 
circumstances  present  in  this  proceeding  establish 
that  there  was  not  a  bona  fide  sale  of  the  properties 
to  Capital  with  a  complete  termination  of  petition- 
er's interests  in  the  properties. 

Prior  to  the  transfer  of  the  banking  properties 
to  Capital,  petitioner  reached  an  agreement  with 
Capital  which  provided: 

*  *  *  that  the  Bank  [petitioner]  intended  to 
and  would  receive  back,  deeds  to  the  said  prop- 
erty within  thirty  days  or  so  after  delivery  of 
deeds  thereto  to  Capital  Company,  and  Capital 
Company  agreed  to  execute  and  deliver  deeds 
to  said  property  to  the  Bank  or  Merchants  at 
any  time  upon  request  of  the  Bank;  that  there 
would  not  be  any  written  agreement  between  the 
Bank,  Merchants  and  Capital  Company  pro- 
viding for  the  execution  and  delivery  of  deeds 
from  Capital  Company  to  the  Bank  or  to  Mer- 
chants; that  when  the  Bank  requested  delivery 
of  deeds  to  such  property  from  Capital  Com- 
pany to  it  or  to  Merchants,  the  Bank  or  Mer- 
chants would  give  its  check  to  Capital  Company 
for  the  same  amount  of  the  check  which  Capital 
Company  gave  the  Bank  or  Merchants  for  the 
respective  property,  plus  acquisition  costs  in- 
curred by  Capital  Company  in  connection  with 
the  transaction;  *  *  * 
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"Where  a  sale  is  made  as  part  of  a  composite  plan 
which  includes,  as  in  this  proceeding,  an  agreement 
for  the  reacquisition  of  the  property  sold,  and  the 
plan  is  carried  out,  any  loss  suffered  as  a  result 
of  the  "sale"  of  the  property  is  not  deductible. 
Pierre  S.  DuPont,  37  B.T.A.  1198;  aff'd.,  118  Fed. 
(2d)  544;  certiorari  denied,  314  U.  S.  623;  Sidney 
M.  Shoenberg,  30  B.T.A.  659;  aff'd.,  77  Fed.  (2d) 
446;  Foster  v.  Commissioner,  96  Fed.  (2d)  130; 
Commissioner  v.  Dyer,  74  Fed.  (2d)  685;  certiorari 
denied,  296  U.  S.  586.  It  makes  no  difference  that 
the  property  is  to  be  reacquired  by  a  subsidiary  or 
a  close  affiliate  of  the  original  seller,  rather  than 
by  the  seller  itself.  Rand  Company,  29  B.T.A. 
467;  aff'd.,  77  Fed.  (2d)  450;  John  M.  Burdine 
Realty  Co.,  20  B.T.A.  54.  The  reason  for  the  general 
rule  was  stated  by  the  Court  of  Appeals  in  Shoen- 
berg v.  Commissioner,  77  Fed.  (2d)  446,  449,  as 
follows : 

A  loss  as  to  particular  property  is  usually 
realized  by  a  sale  thereof  for  less  than  it  cost. 
However,  where  such  sale  is  made  as  part  of  a 
•  plan  whereby  substantially  identical  property 
is  to  be  reacquired  and  that  plan  is  carried  out, 
the  realization  of  loss  is  not  genuine  and  sub- 
stantial ;  it  is  not  real.  This  is  true  because  the 
taxpayer  has  not  actually  changed  his  position 
and  is  no  poorer  than  before  the  sale.  The  par- 
ticular sale  may  be  real,  but  the  entire  transac- 
tion prevents  the  loss  from  being  actually 
suffered.  Taxation  is  concerned  with  realities, 
and  no  loss  is  deductible  which  is  not  real. 


vs.  Commissioner  of  Internal  Revenue  137 

The  facts  in  this  proceeding  show  beyond  any 
doubt  that  there  were  no  real  and  complete 
sales  of  any  of  the  banking  properties  to  Capital 
by  petitioner  in  1943  which  can  be  recognized  for 
tax  purposes.  Petitioner  never  relinquished  do- 
minion or  control  over  the  eight  properties  to 
Capital.  Petitioner  intended  only  a  temporary  vest- 
ing of  title  in  Capital,  and  it  was  assured  of  its 
ability  to  recover  the  properties  under  its  oral 
agreement  with  Capital. 

Petitioner  argues  that  it  lost  dominion  and  con- 
trol over  the  properties  because  it  could  not  have 
compelled  Capital  to  reconvey  the  properties  to  it 
or  its  subsidiary.  In  other  words,  petitioner  now 
asserts  that  its  oral  agreement  violated  the  require- 
ment of  the  statute  of  frauds  that  all  agreements 
for  the  transfer  of  title  to  real  property  must  be 
in  writing,  and,  therefore,  the  oral  agreement  with 
Capital  is  now  said  to  have  been  an  invalid  agree- 
ment. Aside  from  the  point  that  partial  perform- 
ance probably  took  the  transaction  out  of  the  reach 
of  the  statute  of  frauds,  the  fact  is  that  the  oral 
agreement  actually  was  executed  by  the  reconvey- 
ance of  title  to  the  properties  by  Capital  and  it  was 
the  intention  of  the  parties  that  Capital  should  be 
merely  a  conduit  through  which  petitioner  could 
transfer  formal  title  to  Merchants. 

The  petitioner  also  refers  us  to  Bancitaly  Cor- 
poration, 34  B.T.A.  494,  509-16,  in  support  of  its 
contention  that  the  transaction  with  Capital  was 
a  completed  transaction  which  should  be  recog- 
nized for  tax  purposes,  and  contends  that  a  hold- 
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ing  in  this  proceeding  which  would  sustain  the  re- 
spondent's determination,  that  is,  a  holding  to  the 
effect  that  the  steps  followed  in  the  transaction  with 
Capital  had  no  substantive  effect,  would  be  incon- 
sistent with  our  holding  in  Bancitaly  Corporation. 
However,  we  find  little  similarity  between  this  pro- 
ceeding and  that  of  Bancitaly  Corporation  in  the 
matter  of  either  the  facts,  or  the  issue  involved  in 
the  respective  proceedings.  In  the  Bancitaly  case, 
the  Bancitaly  Corporation  sold  150,000  shares  of 
stock  and  subsequently  reacquired  84,198  of  the 
shares  which  it  had  sold.  The  issue  in  the  case  was 
whether  the  Bancitaly  Corporation  realized  taxable 
income  upon  the  sale  of  the  84,198  shares  which  it 
subsequently  repurchased.  As  the  basis  for  the 
holding  that  taxable  income  was  realized,  the  Board 
expressly  found  as  a  fact  that  the  sale  of  150,000 
shares  of  stock  and  the  subsequent  repurchase  of 
84,198  of  the  shares  were  two  separate  and  inde- 
pendent transactions  and  that  the  original  pur- 
chaser was  under  no  obligation  to  resell  any  of  the 
shares  to  petitioner.  In  this  proceeding,  however, 
Capital  was  merely  a  conduit  for  the  passage  of  title 
to  the  eight  bank  properties  from  petitioner  to  Mer- 
chants. Capital  was  obligated  to  deliver  deeds  to  the 
eight  branch  banks  back  to  petitioner  or  Merchants, 
and  the  parties  never  intended,  under  any  cir- 
cumstances, that  Capital  should  retain  title  to  anv 
of  the  eight  properties. 

In  the  last  analysis  we  must  weigh  the  evidence 
in  this  proceeding  and  make  an  independent  deter- 
mination about  the  transaction  which  is  involved 
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here.  This  we  have  done,  and  we  have  concluded 
that  respondent's  determination  on  this  issue  must 
he  sustained.  The  interjection  of  Capital  between 
petitioner  and  Merchants  does  not  insulate  the 
transactions  from  any  infirmities  arising  from  the 
fact  that  Merchants  was  a  wholly  owned  subsidiary 
of  petitioner,  subject  to  petitioner's  complete  do- 
minion and  control.  The  sale  must  be  viewed  as 
being  made  between  petitioner  as  vendor  and  Mer- 
chants as  vendee,  and  the  question  thus  becomes 
what  effect  does  the  closeness  of  the  relationship 
between  petitioner  and  Merchants  have  upon  the 
deductibility  of  the  loss  in  question. 

This  is  not  a  new  question.  In  Higgins  v.  Smith, 
supra,  the  Supreme  Court  considered  the  question  of 
whether  a  sale  of  stock  at  a  loss  by  an  individual 
to  a  corporation  which  was  wholly  owned  by  him 
resulted  in  a  deductible  loss  to  the  individual.  The 
business  of  the  corporation  consisted  of  buying  and 
selling  securities,  largely  from  and  to  the  taxpayer. 
The  Supreme  Court  held  that  "domination  and  con- 
trol is  so  obvious  in  a  wholly  owned  corporation  as 
to  require  a  peremptory  instruction  that  no  loss  in 
the  statutory  sense  could  occur  upon  a  sale  by  a 
taxpayer  to  such  an  entity."  See,  also,  Crown  Cork 
International  Corporation,  4  T.C.  19;  aff'd.,  per 
curiam,  149  Fed.  (2d)  968. 

Petitioner  attempts  to  distinguish  Higgins  v. 
Smith  and  Crown  Cork  International  Corporation, 
supra,  on  the  ground  that  in  those  cases  no  business 
purpose  other  than  the  saving  of  taxes  was  shown, 
while  in  this  proceeding  it  claims  that  it  has  shown 
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another  business  purpose,  namely,  to  satisfy  the  de- 
mands of  the  Comptroller  of  the  Currency.  How- 
ever, the  basis  of  the  Smith  and  Crown  Cork  Inter- 
national Corporation  cases  was  not  that  the  trans- 
actions in  question  were  designed  to  save  taxes, 
but  that  they  lacked  substance  and  reality  because 
of  the  continued  control  of  the  taxpayer  over  the 
property  transferred  through  its  domination  and 
control  of  the  wholly  owned  corporation  which  re- 
ceived the  property.  Indeed,  both  cases  cite  Gregory 
v.  Helvering,  supra,  which  is  authority  for  the  rule 
that  an  intent  to  save  taxes  is  not  to  be  condemned, 
and  a  taxpayer  may  resort  to  any  legal  means  to 
accomplish  that  result.  Moreover,  petitioner  has  not 
shown  that  the  Comptroller  of  the  Currency  re- 
quired that  the  bank  properties  be  sold.  The  only 
requirement  of  the  Comptroller  was  that  petitioner 
write  down  the  value  at  which  it  carried  the  prop- 
erties on  its  books  by  charging  the  excess  of  book 
value  over  fair  market  value  to  a  surplus  account. 
This  was  consistent  with  the  general  authority  of 
the  Comptroller  contained  in  the  National  Bank 
Act,  United  States  Code,  Title  12,  passim,  and  the 
decision  of  the  Supreme  Court  in  Thomas  v.  Taylor, 
224  U.  S.  73;  cf.  Yates  v.  Jones  National  Bank, 
206  U.  S.  158.  The  evidence  shows  that  possible  tax 
advantages  were  an  important  consideration  in 
arriving  at  the  complicated  form  in  which  the  simple 
requirement  of  the  Comptroller  was  met. 

However,  the  ground  for  this  decision  is  not 
whether  or  not  the  intent  to  effect  a  tax  savings  was 
the  dominant  purpose  of  petitioner.    The  basis  for 
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the  decision  is  the  complete  dominion  and  control 
which  petitioner  continued  to  exercise  over  the  prop- 
erties transferred  through  its  complete  domination 
and  control  of  its  wholly  owned  subsidiary.    Peti- 
tioner makes  no  argument  that  such  dominion  and 
control   did  not   exist.    In  light   of  the   stipulated 
facts,  it  can  not.   Petitioner  owned  all  the  outstand- 
ing stock  of  Merchants,  and  the  two  corporations 
had  interlocking  officers  and  directors.    Merchants 
had  no  independent  business  or  economic  life  of  its 
own.    It  had  no  salaried  employees,  and  whatever 
work  was  necessary  to  the  operation  of  its  business 
was  performed  by  employees  of  petitioner.  The  only 
business  in  which  Merchants  was  engaged  was  the 
ownership  of  the  property  which  it  leased  to  peti- 
tioner.    However,    the    lease    agreements    between 
petitioner    and    Merchants    were    not    arms-length 
transactions  such  as  would  be  entered  into  with  a 
stranger.    The  rental  formula  between  the  parent 
and  the  subsidiary  provided  that  Merchants  would 
receive  as  rent  from  petitioner  an  amount  equal  to 
the   total   of   all   expenses   and    charges,    including 
depreciation,  allowable  to  Merchants  as  deductions 
from  gross  income  for  Federal  income  tax  purposes, 
less  any  income   derived  by   Merchants   from  any 
other  incidental  source.    Thus,  for  Federal  income 
tax  purposes,  Merchants  could  never  show  a  profit 
or  a  loss. 

In  order  for  a  taxable  gain  to  be  realized  or  a 
deductible  loss  to  be  sustained,  property  must  in 
general  be  sold,  abandoned,  discarded,  or  otherwise 
disposed  of.    Just  as  the  appreciation  in  value  of 
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property  without  its  disposition  does  not  result 
in  a  taxable  gain,  similarly  the  mere  shrinkage  in 
value  of  property  does  not  constitute  a  deductible 
loss.  Gulf  Power  Co.,  10  T.C.  852;  C.  F.  Mueller 
Co.,  40  B.T.A.  195;  White  Star  Line,  20  B.T.A.  111. 
In  effect,  petitioner  is  claiming  a  loss  upon  the 
diminution  in  value  of  certain  of  its  fixed  assets. 
The  fact  that  the  write-down  which  reflected  the 
shrinkage  in  value  was  accomplished  through  the 
medium  of  a  "sale,?  to  its  wholly  owned  subsidiary, 
Merchants,  does  not,  under  the  doctrine  of  Higgins 
v.  Smith,  supra,  effect  a  change  in  its  essential 
nature  from  that  of  an  accounting  entry  designed 
to  account  for  the  diminution  in  value  of  assets 
still  controlled  by  petitioner.  It  makes  no  difference 
that  the  write-down  was  pursuant  to  a  recommenda- 
tion of  the  Comptroller  of  the  Currency.  See  Gulf 
Power  Co.,  supra,  with  respect  to  accounting  rules 
and  orders  of  the  Federal  Power  Commission;  Old 
Colony  R.  Co.  v.  Commissioner,  284  U.  S.  552,  and 
Gulf,  Mobile  &  Northern  R.  Co.  v.  Commissioner, 
83  Fed.  (2d)  788,  with  respect  to  accounting  rules 
and  orders  of  the  Interstate  Commerce  Commission ; 
and  National  Airlines,  Inc.,  9  T.C.  159,  with  respect 
to  accounting  rules  and  orders  of  the  Civil  Aeronau- 
tics Board. 

The  facts  clearly  show  that  there  is  no  substance 
to  the  sale  of  the  branch  banks  by  petitioner  to  its 
wholly  owned  subsidiary.  Petitioner  had  complete 
domination  and  control  over  Merchants,  and  the 
properties  in  the  hands  of  Merchants  were  as  much 
subject  to  petitioner's  control  as  they  were  while 


vs.  Commissioner  of  Internal  Revenue  143 

legal  title  was  in  petitioner's  own  name.  Higgins 
v.  Smith,  supra ;  Sidney  M.  Shoenberg,  supra ;  Thai 
v.  Commissioner,  142  Fed.  (2d)  874;  cf.  Corliss  v. 
Bowers,  281  U.  S.  376.  In  effect  and  substance 
Merchants  was  no  more  than  the  alter  ego  of  peti- 
tioner, and  "no  loss  could  occur  upon  a  sale  by  a 
taxpayer  to  such  an  entity." 

The  respondent's  determination  is  sustained. 

Decision  will  be  entered  under  Rule  50. 

Served  October  20,  1950. 


The  Tax  Court  of  the  United  States 
Washington 

Docket  No.  8993 

BANK  OF  AMERICA  NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION, 

Petitioner, 
vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

DECISION 

Pursuant  to  the  determinations  of  the  Court,  as 
set  forth  in  its  Findings  of  Fact  and  Opinion  pro- 
mulgated on  October  20,  1950,  respondent  has  filed 
recomputation  of  petitioner's  liability  for  taxes  for 
the  year  1943  under  Rule  50,  to  which  petitioner 
does  not  object.   Accordingly,  it  is 

Ordered  and  Decided:   That  for  the  year   1943 
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there  are  deficiencies  in  income  tax  and  declared 
value  excess  profits  tax  in  the  amounts  of  $942,- 
337.38  and  $166,472.87,  respectively,  of  which  defi- 
ciencies in  taxes  payments  were  made  by  the  pay- 
ment after  the  mailing  of  the  notice  of  deficiency 
of  $915,040.93  in  income  tax  and  $161,650.70  in  de- 
clared value  excess  profits  tax,  so  that  there  are  now 
net  deficiencies  in  income  tax  and  declared  value 
excess  profits  tax  in  the  amounts  of  $27,296.45  and 
$4,822.17,  respectively. 

[Seal]        /s/  MARION  J.  HARRON, 

Judge. 

Entered  Dec.  22,  1950. 
Served  Dec.  26, 1950. 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 
Docket  No.  8993 

BANK  OF  AMERICA  NATIONAL  TRUST  AND 
SAVINGS  ASSOCIATION, 

Petitioner, 

vs. 

COMMISSIONER  OF  INTERNAL  REVENUE, 

Respondent. 

PETITION  FOR  REVIEW  BY  THE  UNITED 
STATES  COURT  OF  APPEALS  FOR  THE 
NINTH  CIRCUIT 

To  the  Honorable,  the  Judges  of  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit : 

Bank  of  America  National  Trust  and  Savings 
Association,  a  national  banking  association,  by  its 
attorneys  hereby  petitions  this  Honorable  Court  to 
review  the  decision  of  the  Tax  Court  of  the  United 
States  entered  on  December  22,  1950,  finding  a  de- 
ficiency in  income  taxes  and  excess  profits  taxes 
aggregating  $32,118.62  for  the  calendar  year  1943, 
and  failing  to  find  that  the  petitioner  had  overpaid 
its  taxes  for  the  said  year.  The  said  deficiency  of 
$32,118.62  determined  by  the  Tax  Court  has  been 
paid  since  the  entry  of  the  Tax  Court's  decision. 

I. 

Jurisdiction 
Petitioner  is  a  national  banking  association  or- 
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ganized  and  existing  under  and  by  virtue  of  the  laws 
of  the  United  States  of  America  and  maintains  its 
principal  office  in  San  Francisco,  California. 

The  income  tax  return  and  the  declared  value 
excess  profits  tax  return  of  petitioner  for  the  year 
1943  was  filed  with  the  Collector  of  Internal  Rev- 
enue for  the  First  District  of  California,  San  Fran- 
cisco, California,  all  within  the  jurisdiction  of  the 
United  States  Court  of  Appeals  for  the  Ninth  Ju- 
dicial Circuit. 

The  jurisdiction  of  this  Court  to  review  the  deci- 
sion of  the  Tax  Court  of  the  United  States  afore- 
said, is  founded  on  Sections  1141  and  1142  of  the 
Internal  Revenue  Code. 

II. 

Prior  Proceedings 

On  June  5,  1945,  the  Commissioner  of  Internal 
Revenue  mailed  a  Notice  of  Deficiency  in  accordance 
with  Section  272  of  the  Internal  Revenue  Code, 
proposing  deficiencies  in  income  and  declared  value 
excess  profits  taxes  for  the  year  ended  December 
31,  1943,  as  follows: 

Income  Tax  $   915,040.93 

Declared  Value  Excess  Profits  Tax. .      161,650.70 


Total    $1,076,691.63 

Petitioner  duly  filed  its  petition  for  redetermina- 
tion of  said  deficiency  in  the  Tax  Court  of  the 
United  States  within  the  time  provided  by  law. 
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During  the  pendency  of  the  proceeding  before  the 
Tax  Court,  the  petitioner  paid  the  aforesaid  pro- 
posed deficiencies  and  sought  refund  thereof  through 
the  said  Tax  Court  proceeding.  A  hearing  before 
the  Tax  Court  was  held  in  the  City  of  San  Fran- 
cisco, California,  on  November  7,  1949.  The  Tax 
Court  promulgated  its  findings  of  fact  and  opinion 
on  October  20,  1950,  and  in  sustaining  the  Com- 
missioner, the  Tax  Court  determined  deficiencies  in 
excess  of  those  proposed  by  the  Commissioner  of 
$27,296.45  in  income  tax  and  $4,822.17  in  declared 
value  excess  profits  tax,  and  the  decision  of  the  Tax 
Court  to  that  effect  was  entered  on  December  22, 
1950.  Since  the  entry  of  that  decision,  these  addi- 
tional deficiencies  have  been  paid  by  the  petitioner 
and  the  petitioner  is  seeking  a  refund  of  tax  over- 
payment in  this  proceeding. 

III. 

Nature  of  the  Controversy 
The  controversy  herein  involves  the  petitioner's 
correct  income  and  declared  value  excess  profits  tax 
liability  for  the  calendar  year  1943,  which  in  turn 
depends  upon  the  determination  of  the  following 
general  issue : 

1.  Whether  the  petitioner  is  entitled  to  a  deduc- 
tion in  1943  for  a  loss  sustained  by  it  from  the 
transfer  of  certain  parcels  of  real  estate  in  that  year 
at  a  price  below  cost. 

The  Tax  Court  denied  the  loss  on  the  ground  that 
the  sale  of  the  property  lacked  substance  and  was 
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not  a  bona  fide  sale  and  therefore  losses  sustained 
therein  could  not  be  recognized  as  deductible  losses 
for  tax  purposes.  In  view  of  the  basis  upon  which 
the  Tax  Court  rejected  the  petitioner's  contentions, 
the  issue  might  be  considered  to  be  narrowed  to  the 
question  of  whether  the  petitioner's  sale  of  its  prop- 
erty was  a  bona  fide  sale. 

Prior  to  1943  the  United  States  Comptroller  of 
the  Currency  had  made  a  demand  upon  the  Bank 
to  reduce  its  surplus  accounts  by  a  write-down  of 
certain  parcels  of  its  real  estate,  in  which  were  lo- 
cated branch  banks,  from  the  value  at  which  they 
were  carried  on  the  books  of  the  Bank  to  their  cur- 
rent market  value.  The  Bank  challenged  the  Comp- 
troller's authority  to  compel  such  a  write-down  and 
also  questioned  the  Comptroller's  current  market 
appraisal  of  the  property.  The  Bank  contended  it 
had  the  legal  right  to  carry  the  property  at  cost 
less  reasonable  depreciation. 

In  a  settlement  of  the  dispute,  the  Bank  agreed 
that  it  would  effect  a  charge-off  or  write-down  of 
certain  properties  to  an  agreed  market  valuation 
provided  it  were  permitted  to  do  so  in  a  manner 
consistent  with  its  contentions.  The  Comptroller 
had  no  objection  to  this,  so  the  Bank  sold  these 
parcels  of  property  to  Capital  Company  for  cash 
at  the  appraised  valuations.  Capital  Company  then 
leased  the  properties  to  the  Bank  upon  a  rental 
basis  yielding  6%  per  annum  return  to  Capital 
Company  on  the  price  it  paid  for  the  property. 
Capital  Company  is  a  substantial  real  estate  com- 
pany all  of  whose  stock  is  owned  by  Transamerica 
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Corporation,  a  holding  company,  who  in  1943  with 
its  subsidiaries  owned  about  25%  of  the  outstanding 
capital  stock  of  the  Bank. 

When  this  transfer  of  property  was  made  to 
Capital  Company,  Capital  Company  agreed  with  the 
Bank  that  if  the  Bank  wanted  to  repurchase  the 
properties,  Capital  Company  would  sell  the  proper- 
ties back  to  the  Bank  for  the  same  price  plus 
acquisition  costs,  which  it  had  paid.  The  parties 
deliberately  refrained  from  putting  this  agreement 
in  writing. 

Thirty  days  or  so  after  the  transfer  of  the  prop- 
erty from  the  Bank  to  Capital  Company,  Mer- 
chants National  Realty  Corporation,  a  wholly 
owned  subsidiary  of  the  Bank,  purchased  the  prop- 
erty from  Capital  Company  for  cash  at  the  same 
price,  plus  acquisition  costs,  which  Capital  Com- 
pany had  paid  for  the  properties. 

The  Bank  claimed  the  difference  between  its  cost 
of  the  property  and  the  price  which  it  had  received 
from  Capital  Company  as  a  deductible  loss  on  its 
income  tax  return  for  1943,  submitting  with  the 
return  an  explanation  of  the  transaction  out  of 
which  the  loss  arose.  Upon  audit  of  the  return 
the  Commissioner  of  Internal  Revenue  disallowed 
the  loss  and  the  Tax  Court  sustained  the  Commis- 
sioner. 

IV. 

Assignment  of  Error 
In  making  and  rendering  its  decision  as  afore- 
said, the  Tax  Court  of  the  United  States  erred  to 
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the   prejudice   of   petitioner   in   the   following  re- 
spects : 

1.  In  determining  a  deficiency  in  income  and 
excess  profits  taxes  for  the  calendar  year  1943  and 
in  failing  to  find  that  the  petitioner  overpaid  its 
tax  for  said  year. 

2.  In  determining  that  the  sale  by  petitioner  of 
certain  parcels  of  real  estate  to  Capital  Company 
lacked  substance  and  reality  and  was  not  a  bona 
fide  sale. 

3.  Jn  determining  that  the  loss  sustained  by  the 
Petitioner  in  the  sale  of  said  parcels  of  real  estate 
to  Capital  Company  was  not  deductible  for  tax 
purposes. 

4.  In  determining  that  the  sale  by  the  petitioner 
of  said  real  estate  to  Capital  Company  and  the 
later  sale  of  said  real  estate  by  Capital  Company 
to  Merchants  National  Realty  Corporation,  a 
wholly  owned  subsidiary  of  the  petitioner,  was  not 
a  transaction  recognizable  under  the  income  tax 
laws  to  the  extent  that  losses  which  were  sustained 
therein  could  be  allowed  as  deductions  for  tax 
pin-poses. 

Wherefore,  petitioner  prays  that  the  decision  of 
the  Tax  Court  of  the  United  States  be  reviewed  by 
the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit  and  that  a  transcript  of  the  record  be  pre- 
pared in  accordance  with  the  law  and  with  the 
rules  of  said  Court  and  transmitted  to  the  Clerk  of 
said  Court  for  filing,  and  that  appropriate  action  be 
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taken  to  the  end  that  the  errors  complained  of  be 
reviewed  and  corrected  by  said  Court. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  BAYLEY  KOHLMEIER, 
Of  Counsel. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

George  H.  Koster,  being  first  duly  sworn,  on  his 
oath  says  that  he  is  attorney  of  record  for  the  peti- 
tioner named  in  the  foregoing  petition  for  review, 
and  as  such,  is  duly  authorized  to  verify  said  peti- 
tion; that  he  has  read  said  petition  and  knows  the 
contents  thereof;  and  that  the  statements  of  facts 
therein  are  true. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

Subscribed  and  sworn  to  before  me  this  7th  day 
of  February,  1951. 

[Seal]        /s/  JOHN  F.  BURNS, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  Expires  April  12,  1953. 
Received  and  Filed  T.C.U.S.  February  9,  1951. 
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[Title  of  II.  S.  Court  of  Appeals  and  Cause.] 

NOTICE  OF  FILING  PETITION 
FOR  REVIEW 

To:  Honorable    Charles    Oliphant,    Chief   Counsel, 
Bureau  of  Internal  Revenue,  Washington,  D.  C. 

You  are  hereby  notified  that  on  February  9,  1951, 
a  Petition  for  Review  by  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit  of  the  decision  of  the 
Tax  Court  of  the  United  States  heretofore  rendered 
on  December  22, 1950,  in  the  above-entitled  cause  was 
filed  with  the  Clerk  of  the  Tax  Court. 

A  copy  of  said  petition  so  filed  is  attached  hereto 
and  served  upon  you. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

M  BAYLEY  KOHLMEIER, 
Of  Counsel. 

Affidavit  of  Service  by  Mail  attached. 
Received  and  filed  T.C.U.S.  February  26,  1951. 
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[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

STATEMENT  OF  POINTS  TO  BE  RELIED 
UPON  ON  APPEAL 

Comes  now  the  petitioner  above  named,  by  its 
attorneys  of  record,  and  states  that  it  intends  to  rely 
on  appeal  on  all  and  each  of  the  errors  assigned 
in  the  Petition  for  Review  herein,  and  Petitioner 
hereby  formally  adopts  the  errors  assigned  in  the 
Petition  for  Review  as  its  Statement  of  Points  to 
Be  Relied  Upon  on  Appeal. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  BAYLEY  KOHLMEIER, 
Of  Counsel. 

Affidavit  of  Service  by  Mail  attached. 
Received  and  filed  T.C.U.S.  February  26,  1951. 


[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

DESIGNATION  OF  CONTENTS  OF 
RECORD  ON  APPEAL 

To  the  Clerk  of  the  Tax  Court  of  the  United  States : 
You  will  please  prepare,  transmit  and  deliver  to 
the  Clerk  of  the  United  States  Court  of  Appeals  for 
the  Ninth  Circuit,  the  entire  record  in  the  above- 
entitled  proceeding,  including  the  transeript  of  state- 
ment of  counsel,  the  stipulation  of  facts  together  with 
exhibits  attached  thereto,  and  all  other  exhibits  in- 
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troduced  at  the  hearing  of  the  case,  in  connection 
with  the  petition  for  review  by  the  said  Court  of 
Appeals  heretofore  filed  by  the  above-named  peti- 
tioner. 

Said  transcript  is  to  be  prepared  as  required  by 
law  and  the  rules  of  the  said  Court  of  Appeals  for 
the  Ninth  Circuit. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  BAYLEY  KOHLMEIER, 

Of  Counsel. 

Affidavit  of  Service  by  Mail  attached. 
Received  and  filed  T.C.U.S.  February  26,  1951. 


[Title  of  Tax  Court  and  Cause.] 

CERTIFICATE 

I,  Victor  S.  Mersch,  Clerk  of  the  Tax  Court  of  the 
United  States,  do  hereby  certify  that  the  foregoing 
documents,  1  to  30,  inclusive,  constitute  and  are  all 
of  the  original  papers  and  proceedings,  including 
Exhibits  1-A  thru  22-V,  on  file  in  my  office  as  called 
for  by  the  Designation  of  Contents  of  Record  on 
Appeal  in  the  proceeding  before  the  Tax  Court  of 
the  United  States  entitled:  "Bank  of  America  Na- 
tional Trust  and  Savings  Association,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent," 
Docket  No.  8993,  and  in  which  the  petitioner  in  the 
Tax  Court  proceeding  has  initiated  an  appeal  as 
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above  numbered  and  entitled,  together  with  a  true 
copy  of  the  docket  entries  in  said  Tax  Court  proceed- 
ing, as  the  same  appear  in  the  official  docket  book  in 
my  office. 

In  testimony  whereof,  I  hereunto  set  my  hand  and 
affix  the  seal  of  the  Tax  Court  of  the  United  States, 
at  Washington,  in  the  District  of  Columbia,  this  7th 
day  of  March,  1951. 

[Seal]        /s/    VICTOR  S.  MERSCH, 

Clerk. 


[Endorsed] :  No.  12881.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  Bank  of  America 
National  Trust  and  Savings  Association,  Petitioner, 
vs.  Commissioner  of  Internal  Revenue,  Respondent. 
Transcript  of  the  Record.  Upon  Petition  to  Review 
a  Decision  of  the  Tax  Court  of  the  United  States. 

Filed  March  19,  1951. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 
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[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

STIPULATION  AND  ORDER  FOR  OMISSION 
OF  CERTAIN  EXHIBITS  FROM  PRINTED 
RECORD  AND  CONSIDERATION  OF  DU- 
PLICATE COPIES  THEREOF 

Whereas,  petitioner  has  served  and  filed  its  Desig- 
nation of  Portion  of  Record  to  be  Printed,  and 

Whereas,  there  has  been  no  dispute  with  regard 
to  the  facts  established  by  two  of  the  exhibits  now 
designated  to  be  printed  subject  to  this  stipulation, 
as  Exhibits  17-Q,  18-R  and  19-S,  part  of  Document 
16  of  the  Transcript  of  the  Record,  and  being  the 
printed  Annual  Reports  made  by  Transamerica  Cor- 
poration for  1943  and  by  Bank  of  America  National 
Trust  and  Savings  Association  for  1942  and  1943,  to 
their  respective  stockholders,  and 

Whereas,  it  now  appears  that  the  cost  of  printing 
said  afore-mentioned  exhibits  will  be  unduly  high, 
and 

Whereas,  it  is  believed  that  neither  the  Court  nor 
Counsel  would  be  inconvenienced  by  the  omission  of 
said  exhibits  from  the  printed  record, 

Now  Therefore,  it  is  stipulated  and  agreed  by  and 
between  the  parties  hereto,  through  their  respective 
counsel  of  record,  but  subject  to  the  approval  of  the 
Court,  that  the  said  exhibits  hereinabove  described 
may  be  omitted  from  the  printed  record  and  that  said 
exhibits  may  be  referred  to  and  considered  in  the 
consideration  of  the  issues  presented  by  this  Appeal, 
provided  that  Counsel  for  petitioner  shall  at  the  time 
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of  filing  the  printed  record  furnish  three  copies  of 
each  of  said  exhibits  to  the  Court  and  one  copy 
thereof  to  counsel  for  the  respondent. 

Dated  this  4th  day  of  April,  1951. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  THERON  L.  CAUDLE, 

Assistant  Attorney  General, 
Attorneys  for  Respondent. 

It  is  so  ordered  this  6th  day  of  June,  1951. 

/s/  WILLIAM  HEALY, 

Judge  of  the  Court  of  Appeals 
for  the  Ninth  Circuit. 

/s/  H.  F.  BONE, 

/s/  WM.  E.  ORR, 

Circuit  Judges. 

[Endorsed] :     Filed  April  6,  1951. 


[Title  of  IT.  S.  Court  of  Appeals  and  Cause.] 

STIPULATION  AS  TO  DESIGNATION 
OF  RECORD  TO  BE  PRINTED 

Whereas,  petitioner  has  filed  its  Statement  of 
Points  to  be  Relied  Upon  on  Appeal  and  Designa- 
tion of  Portion  of  Record  to  be  Printed  and  has  re- 
quested therein  that  certain  portions  of  the  record 
certified  to  this  Court  be  omitted  from  the  printed 
record,  and 
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Whereas,  certain  portions  of  the  record  desig- 
nated by  petitioner  to  be  omitted  from  the  printed 
record  are  portions  of  Exhibits  not  necessary  to  the 
consideration  of  the  issues  on  this  Appeal ; 

Now  Therefore,  It  Is  Stipulated  by  and  between 
the  parties  hereto  through  their  respective  counsel 
of  record  that  the  following  parts  of  the  Transcript 
of  the  Record  are  not  necessary  to  the  consideration 
of  the  issues  in  this  case. 

1.  All  of  document  2  of  the  Record  being  the 
original  Petition  to  the  Tax  Court,  except  print  Ex- 
hibit A  of  said  Petition  being  the  deficiency  letter 
consisting  of  a  one-page  letter  and  a  "Statement" 
of  seven  (7)  pages. 

2.  All  of  document  3  being  the  Answer  to  the 
original  Petition. 

3.  All  of  document  4  being  a  Request  for  desig- 
nation of  Place  of  Hearing. 

4.  All  of  document  5  being  a  Notice  of  Place  of 
Hearing. 

5.  All  of  document  9  being  a  Motion  for  setting. 

6.  All  of  document  10  being  a  Notice  of  Hearing. 

7.  All  of  document  11  being  subpoenas  and  ap- 
plications for  subpoena. 

8.  All  of  document  12  being  Minutes  of  Tax 
Court  proceedings. 

9.  (a)  That  part  of  document  16  consisting  of 
Exhibits   17-Q,    18-R   and    19-S    which    are    to   be 
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omitted  pursuant  to  Stipulation  filed  concurrently 
with  this  designation,  if  the  Stipulation  is  approved 
by  the  Court. 

(b)  All  of  that  part  of  document  16  consisting 
of  Exhibit  21-U,  being  the  Bank  of  America  N.T.  & 
S.A  income  and  excess  profits  tax  returns  on  Forms 
1120  and  1121,  except  print  the  following  parts  of 
the  Form  1120: 

Pages  1  and  4  of  said  Form  1120 ; 

The  schedule  attached  to  said  return  headed, 
"Bank  of  America  N.T.  &  S.A  1943  Schedules 
(Cont'd)"  and  containing  schedule  of  "Other 
Earnings — Line  14,"  "Gain  and  Losses  from 
Sale  Non-capital  Assets — Line  12(b),  "Bad 
Debts— Line  20"  and  "Taxes— Line  22"; 

The  schedule  attached  to  said  return  headed, 
"Bank  of  America  N.T.  &  S.A.  1943  Schedules 
(Cont'd)"  and  containing  schedule  of  "Other 
Deductions — Line  29,"  and  "Depreciation — 
Line  25"; 

The  schedule  attached  to  said  return  headed, 
"Explanatory  Statement  as  to  Losses  Included 
in  Losses  Reported  in  Schedule  D"; 

(c)  All  of  that  part  of  document  16  consist- 
ing of  Exhibit  22- V  being  the  Merchants  Na- 
tional Realty  Corporation  income  and  excess 
profits  tax  returns  on  Forms  1120  and  1121,  ex- 
cept print  the  following  parts  of  said  returns: 

Pages  1  and  4  of  said  Form  1120; 
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Pages  1  and  2  of  said  Form  1121; 

The  schedule  attached  to  the  said  return 
Form  1120  headed,  ' '  Merchants  National  Realty 
Corp. — 1943  Schedules,"  and  containing  sched- 
ules of  "Gains  &  Losses,  Sale  of  Non-Capital 
Assets — Line  12-B, "  "  Other  Income — Line  14, ' ' 
"Taxes— Line  22,"  "Losses— Line  24,"  "De- 
preciation— Line  25,"  "Other  Deductions — Line 
29,"  Statement  of  Affiliation— Q-9,  and  State- 
ment of  Salary  Adjustments — Q-ll. 

10.  All  of  document  18  being  the  Brief  for 
Petitioner. 

11.  All  of  document  19  being  the  Opening  Brief 
for  Respondent. 

12.  All  of  document  20  being  the  Petitioner's 
Reply  Brief. 

13.  All  of  document  21  being  the  Reply  Brief 
for  Respondent. 

14.  All  of  document  23  being  the  Respondent's 
Computation  for  Entry  of  Decision. 

15.  All  of  document  24  being  Notice  Under 
Rule  50. 

16.  All  of  document  25  being  Minutes  of  Tax 
Court  proceedings. 

Tt  is  further  stipulated  and  agreed  that  if,  in  the 
course  of  preparation  of  their  briefs  or  in  the  ar- 
gument of  this  Appeal,  either  party  finds  it  neces- 
sary or  desirable  to  refer  to  any  of  the  exhibits 
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omitted  from  the  printed  record,  he  may,  with  the 
permission  and  approval  of  the  Court,  refer  to  said 
exhibits  in  the  original  record. 

It  is  further  stipulated  and  agreed  that  this  stipu- 
lation may  be  made  a  part  of  the  Record  and  be  in- 
cluded in  the  printed  record. 

Dated  this  4th  day  of  April,  1951. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  THERON  L.  CAUDLE, 

Asst.  Attorney  General, 
Attorneys  for  Respondent. 

[Endorsed]  :     Filed  April  6,  1951. 


[Title  of  U.  S.  Court  of  Appeals  and  Cause.] 

STATEMENT  OF  POINTS  TO  BE  RELIED 
UPON  ON  APPEAL  AND  DESIGNATION 
OF  PORTION  OF  RECORD  TO  BE 
PRINTED 

Comes  now  the  petitioner  above  named  by  its 
attorneys  of  record  and  states  that  it  intends  to 
rely  on  appeal  on  all  and  each  of  the  errors  assigned 
in  the  Petition  for  Review  herein,  which  Petition 
for  Review  is  included  in  the  transcript  herein,  and 
petitioner  formally  adopts  the  errors  assigned  in 
said  Petition  for  Review  as  its  Statement  of  Points 
to  be  Relied  upon  on  Appeal. 
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Petitioner  further  states  that  it  believes  that  only 
the  portions  of  the  Transcript  of  the  Record  desig- 
nated below  to  be  printed,  are  necessary  for  the 
consideration  of  the  errors  assigned  and  relied  upon 
by  petitioner.  Petitioner  therefore  requests  that 
only  the  following  portions  of  the  said  Transcript 
of  the  Record  certified  to  this  Court  be  printed: 

1.  Document  1  being  Docket  Entries. 

2.  Only  that  part  of  document  2,  Original  Peti- 
tion to  Tax  Court,  which  consists  of  Exhibit  "A" 
and  "Statement"  of  seven  (7)  pages  attached 
thereto. 

3.  Documents  6,  7  and  8  being  Motion  for 
Leave  to  File  Amended  Petition,  Amended  Peti- 
tion, and  Answer  to  Amended  Petition. 

4.  Documents  13  and  14  consisting  of  Motion 
for  Leave  to  File  Amendment  to  Answer,  and 
Amendment  to  Answer. 

5.  Document  15  being  Stipulation  of  Facts  with 
Exhibits  1-A  through  6-F  and  7-G  through  16-P. 

6.  Only  that  part  of  document  16  consisting  of 
Exhibits  17-Q  through  22-V  which  is  not  herein- 
after designated  as  parts  to  be  omitted. 

7.  All  of  document  17  being  the  Transcript  of 
Hearing. 

8.  All  of  document  22  being  Finding  of  Fact 
and  Opinion. 

9.  All  of  document  26  being  the  Decision. 
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10.  All  of  documents  27  to  30  being  the  Petition 
for  Review,  Notice  of  Filing  Petition  for  Review, 
Statement  of  Points  to  be  Relied  Upon  on  Appeal, 
Designation  of  Contents  of  Record  on  Appeal. 

11.  Certificate  and  Seal  of  Tax  Court  Clerk. 

12.  Stipulation  for  Omission  of  Certain  Ex- 
hibits from  Printed  Record  and  Consideration  of 
Duplicate  Copies  Thereof,  and  Order  of  Court 
thereon. 

13.  Stipulation  as  to  Designation  of  Record  to 
be  Printed. 

14.  This  Statement  of  Points  to  be  Relied  Upon 
on  Appeal  and  Designation  of  Points  of  the  Record 
to  be  Printed. 

Petitioner  requests  that  the  following  portions  of 
the  Transcript  of  the  Record  be  omitted  from  the 
printed  record : 

1.  All  of  document  2  of  the  Record  being  the 
original  Petition  to  the  Tax  Court  except  print 
Exhibit  A  of  said  Petition  being  the  deficiency  let- 
ter consisting  of  a  one-page  letter  and  a  "State- 
ment" of  seven  (7)  pages. 

2.  All  of  document  3  being  the  Answer  to  the 
original  Petition. 

3.  All  of  document  4  being  a  Request  for  Desig- 
nation of  Place  of  Hearing. 

4.  All  of  document  5  being  a  Notice  of  Place  of 
Hearing. 
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5.  All  of  document  9  being  a  Motion  for  Setting. 

6.  All  of  document  10  being  a  Notice  of  Hearing. 

7.  All  of  document  11  being  subpoenas  and  ap- 
plications for  subpoena. 

8.  All  of  document  12  being  Minutes  of  Tax 
Court  proceeding. 

9.  (a)  That  part  of  document  16  consisting  of 
Exhibits  17-Q,  18-R  and  19-S  which  are  to  be 
omitted  pursuant  to  Stipulation  filed  concurrently 
with  this  designation,  if  the  Stipulation  is  approved 
by  the  Court. 

(b)  All  of  that  part  of  document  16  consisting 
of  Exhibit  21-U,  being  the  Bank  of  America  N.T.  & 
S.A.  income  and  excess  profits  tax  returns  on  Forms 
1120  and  1121,  except  print  the  following  parts  of 
the  return  Form  1120: 

Pages  1  and  4  of  said  Form  1120 ; 

The  schedule  attached  to  said  return  headed, 
"Bank  of  America  N.T.  &  S.A.  1943  Schedules 
(Cont'd)"  and  containing  schedule  of  "Other 
Earnings — Line  14,"  "Gain  and  Losses  from 
Sale  Non-capital  Assets — Line  12(b),  Bad 
Debts— Line  20"  and  "Taxes— Line  22." 

The  schedule  attached  to  said  return  headed 
"Bank  of  America  N.T.  &  S.A  1943  schedules 
(Cont'd)"  and  containing  schedule  of  "Other 
Deductions — Line  29,"  and  "Depreciation — 
Line  25." 
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The  schedule  attached  to  said  return  headed, 
"  Explanatory  Statement  as  to  Losses  Included 
in  Losses  Reported  in  Schedule  D." 

(c)  All  of  that  part  of  document  16  consisting 
of  Exhibit  22-V  being  the  Merchants  National 
Realty  Corporation  income  and  excess  profits  tax 
returns  on  Forms  1120  and  1121  except,  print  the 
following  parts  of  said  returns: 

Pages  1  and  4  of  said  Form  1120; 

Pages  1  and  2  of  said  Form  1121 ; 

The  schedule  attached  to  the  said  return 
Form  1120  headed,  "Merchants  National  Realty 
Corp.— 1943  Schedules,"  and  containing  sched- 
ules of  "Gains  &  Losses,  Sale  of  Non-Capital 
Assets— Line  12-B,"  "Other  Income— Line 
14,"  "Taxes— Line  22,"  "Losses— Line  24," 
"Depreciation— Line  25,"  "Other  Deductions 
—Line  29,"  Statement  of  Affiliation— Q-9,  and 
"Statement  of  Salary  Adjustments— Q-ll." 

10.  All  of  document  18  being  the  Brief  for  Peti- 
tioner. 

11.  All  of  document  19  being  the  Opening  Brief 
for  Respondent. 

12.  All  of  document  20  being  the  Petitioner's 
Reply  Brief. 

13.  All  of  document  21  being  the  Reply  Brief 
for  Respondent. 
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14.  All  of  document  23  being  the  Respondent's 
Computation  for  Entry  of  Decision. 

15.  All    of    document    24    being    Notice    Under 
Rule  50. 

16.  All  of  document  25  being  Minutes  of  Tax 
Court  proceedings. 

Dated  this  4th  day  of  April,  1951. 

/s/  GEORGE  H.  KOSTER, 

Attorney  for  Petitioner. 

/s/  THERON  L.  CAUDLE, 

Asst.  Attorney  General, 
Attorneys  for  Respondent. 

[Endorsed] :     Filed  April  6,  1951. 
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JURISDICTIONAL  STATEMENT. 

This  is  an  appeal  from  a  decision  of  The  Tax  Court 
of  the  United  States  in  which  a  deficiency  in  income 
taxes  was  determined  against  the  Appellant  Bank 
for  the  year  1943.  The  findings  of  fact  and  opinion 
below  arc  reported  in  15  T.C.  544  (Adv.  No.  74),  and 
arc  set  forth  in  full  in  the  record  herein.  (R.  119.) 

Appellant  Hank  is  a  national  banking  association 
which  was  incorporated  on  March  1,  1927  under  the 
laws  of  the  United  States,  and  maintains  its  principal 
office  in  San  Francisco,  California.  (R.  7,  23.)  Ap- 
pellant filed  its  1943  income  tax  returns  with  the  Col- 
lector of  Internal  Revenue  for  the  First  District  of 
California  at  San  Francisco,  California.   (R.  8,  23.) 


Appellee,  the  Commissioner  of  Internal  Revenue,  de- 
termined a  deficiency  in  said  Bank's  income  taxes  for 
the  year  1943  and  on  June  5,  1945,  pursuant  to  Sec- 
tion 272  of  the  Internal  Revenue  Code,  sent  to  the 
said  Bank  a  notice  of  said  deficiency.  (R.  8,  23.)  The 
said  Bank  filed  its  appeal  to  The  Tax  Court  of  the 
United  States  pursuant  to  Section  272  of  the  Internal 
Revenue  Code  and  thereafter  duly  filed  an  Amended 
Petition  with  said  Court.  (R.  3.)  The  said  Com- 
missioner of  Internal  Revenue  duly  filed  his  Answer 
to  said  Petitions.  (R.  3.)  The  appeal  was  heard  on 
November  7,  1949,  and  the  case  was  submitted  upon 
the  introduction  of  a  Stipulation  of  Facts  and  docu- 
mentary evidence.  On  October  20,  1950,  The  Tax 
Court  promulgated  its  findings  of  facts  and  Opinion 
(R.  5,  119),  and  on  December  22,  1950,  the  decision 
of  The  Tax  Court  determining  a  deficiency  in  tax 
against  said  Bank  was  entered.  (R.  5,  143.) 

On  February  9,  1951,  under  authority  of  Sections 
1141  and  1142  of  the  Internal  Revenue  Code  (Title 
26  U.  S.  Code,  Sections  1141  and  1142),  the  Appellant 
Bank  filed  its  petition  for  review  by  this  Court  of 
said  decision  of  The  Tax  Court  of  the  United  States. 
(R.  145.)  This  appeal  and  the  transcript  of  record 
herein  were  duly  filed  and  docketed  in  this  Court  on 
March  19,  1951.  (R.  155.) 


STATEMENT  OF  THE  CASE. 

The  controversy  herein  involves  the  correct  income 
tax  liability  of  the  Appellant  Bank  for  the  year  1943, 
which  in  turn  involves  the  question  of  whether  a  loss 


suiting  from  the  sales  of  certain  parcels  of  real 
estate  in  that  year  is  deductible  from  gross  income 
for  income  tax  purposes.  The  Tax  Court  concluded 
that  the  sales  were  not  bona  fide  sales  with  a  complete 
termination  of  the  Bank's  interest  in  the  properties 
so  the  loss  was  not  allowable.  In  view  of  The  Tax 
Court's  conclusion,  the  issue  is  narrowed  to  the  ques- 
tion of  whether  the  sales  of  the  properties  by  the 
Bank  were  bona  fide  sales  recognizable  as  such  for 
tax  purposes. 

The  facts  were  stipulated  and  will  be  analyzed  here- 
inafter in  detail,  but  for  purposes  of  this  Statement 
the  following  summary  will  present  a  fair  introduc- 
tion to  the  case. 

Prior  to  1943  the  United  States  Comptroller  of  the 
Currency  had  made  a  demand  upon  the  Bank  to  re- 
duce its  surplus  accounts  by  a  write-down  of  certain 
parcels  of  its  real  estate,  in  which  were  located  branch 
banks,  from  the  value  at  which  they  were  carried  on 
the  books  of  the  Bank  to  their  current  market  value. 
The  Bank  challenged  the  Comptroller's  authority  to 
compel  such  a  write-down  and  also  questioned  the 
Comptroller's  current  market  appraisal  of  the  prop- 
erty. The  Bank  contended  it  had  the  legal  right  to 
carry  the  property  at  cost  less  reasonable  depreciation. 

In  a  settlement  of  the  dispute,  the  Bank  agreed  that 
it  would  effect  a  charge-off  or  write-down  of  certain 
properties  to  an  agreed  market  valuation  provided  it 
were  permitted  to  do  so  in  a  manner  consistent  with 
its  contentions.  The  Comptroller  had  no  objection  to 
this,  so  the  Bank  sold  these  parcels  of  property  to 
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Capital  Company  for  cash  at  the  appraised  valua- 
tions. Capital  Company  then  leased  the  properties  to 
the  Bank  upon  a  rental  basis  yielding  6%  per  annum 
return  to  Capital  Company  on  the  price  it  paid  for 
the  property.  This  rental  was  reported  by  Capital 
Company  as  income,  and  by  the  Bank  as  expense,  for 
income  tax  purposes.  Capital  Company  is  a  substan- 
tial real  estate  company  all  of  whose  stock  is  owned 
by  Transamerica  Corporation,  a  holding  company, 
who  in  1943  with  its  subsidiaries  owned  about  25% 
of  the  outstanding  capital  stock  of  the  Bank. 

When  this  transfer  of  property  was  made  to  Capi- 
tal Company,  Capital  Company  agreed  with  the  Bank 
that  if  the  Bank  wanted  to  repurchase  the  properties, 
Capital  Company  would  sell  the  properties  back  to 
the  Bank  for  the  same  price  plus  acquisition  costs, 
which  it  had  paid.  The  parties  deliberately  refrained 
from  putting  this  agreement  in  writing. 

Thirty  days  or  so  after  the  transfer  of  the  prop- 
erty from  the  Bank  to  Capital  Company,  Merchants 
National  Realty  Corporation,  a  wholly  owned  sub- 
sidiary of  the  Bank,  purchased  the  property  from 
Capital  Company  for  cash  at  the  same  price,  plus 
acquisition  costs,  which  Capital  Company  had  paid 
for  the  properties. 

The  Bank  claimed  the  difference  between  its  cost 
of  the  property  and  the  price  which  it  had  received 
from  Capital  Company  as  a  deductible  loss  on  its  in- 
come tax  return  for  1943,  submitting  with  the  return 
an  explanation  of  the  transaction  out  of  which  the 
loss  arose.  Upon  audit  of  the  return  the  Commissioner 


of  Internal  Revenue  disallowed  the  loss  and  The  Tax 
Court  sustained  the  Commissioner. 

The  Tax  Court  held  that  the  sale  to  Capital  Com- 
pany was  not  a  bona  -fide  sale,  that  "  Capital  was 
merely  a  conduit  for  the  passage  of  title  to  the  eight 
bank  properties  from  petitioner  to  Merchants"  and 
"Capital  was  obligated  to  deliver  deeds — back  to  peti- 
tioner or  Merchants,  and  the  parties  never  intended, 
under  any  circumstances,  that  Capital  should  retain 
title  to  any  of  the  eight  properties,"  (R.  138)  so  "the 
sale  must  be  viewed  as  being  made  between  petitioner 
as  vendor  and  Merchants  as  vendee."  (R.  139.)  Con- 
sequently, The  Tax  Court  ruled  that  there  could  be  no 
recognizable  loss  on  the  transfer  of  the  properties  to 
Capital  Company.  As  to  the  transfer  of  the  proper- 
ties to  Merchants,  The  Tax  Court  concluded  that  no 
loss  could  be  recognized  because,  "There  is  no  sub- 
stance to  the  sale  of  the  branch  banks  by  petitioner 
to  its  wholly  owned  subsidiary"  and  "Petitioner  had 
complete  domination  and  control  over  Merchants,  and 
the  properties  in  the  hands  of  Merchants  were  as 
much  subject  to  petitioner's  control  as  they  were 
while  legal  title  was  in  petitioner's  own  name."  (R. 
142-143.) 

The  Appellant  Bank  contends  that  The  Tax  Court 
erred  in  its  conclusions,  that  the  sales  were  bona  fide 
and  were  intended  to  be  bona  fide,  and  that  the  loss 
resulting  from  the  sales  is  properly  deductible  under 
the  Internal  Revenue  Code.  The  Appellant  Bank  be- 
lieves the  sale  to  Capital  Company  must  be  recognized 
as  a  bona  fide  sale  and  that  the  loss  resulting  there- 


from  is  deductible  from  gross  income;  but  even  if  the 
transaction  is  construed  as  a  sale  from  the  Bank  to 
Merchants,  the  mere  fact  that  the  Bank  has  domina- 
tion and  control  over  its  wholly-owned  subsidiary,  is 
not  valid  justification  for  the  disallowance  of  the  loss 
resulting  from  the  sale. 


STATUTE  INVOLVED. 
Internal  Revenue  Code: 

Section  23(f)  Losses  By  Corporations. — In  the 
case  of  a  corporation,  losses  sustained  during  the  tax- 
able year  and  not  compensated  for  by  insurance  or 
otherwise. 

Section  111(a)  Determination  of  Amount  of,  and 
Recognition  of  Gain  or  Loss. 

(a)  Computation  of  Gain  or  Loss. — The  gain  from 
the  sale  or  other  disposition  of  property  shall  be  the 
excess  of  the  amount  realized  therefrom  over  the  ad- 
justed basis  provided  in  section  113(b)  for  determin- 
ing gain,  and  the  loss  shall  be  the  excess  of  the  ad- 
justed basis  provided  in  such  section  for  determining 
loss  over  the  amount  realized. 

(b)  Amount  Realized. — The  amount  realized  from 
the  sale  or  other  disposition  of  property  shall  be  the 
sum  of  any  money  received  plus  the  fair  market  value 
of  the  property  (other  than  money)  received. 

(c)  Recognition  of  Gain  or  Loss. — In  the  case  of 
a  sale  or  exchange  the  extent  to  which  the  gain  or 
loss  determined  under  this  section  shall  be  recognized 


for  the  purposes  of  this  chapter,  shall  be  determined 
under  the  provisions  of  section  112. 
Section  112.    Recognition  of  Gain  or  Loss. 

(a)  General  Rule. — Upon  the  sale  or  exchange 
of  property  the  entire  amount  of  the  gain  or  loss,  de- 
termined under  section  111,  shall  be  recognized,  ex- 
cept as  hereinafter  provided  in  this  section. 

(None  of  the  exceptions  contained  in  Section  112 
are  applicable.) 

There  is  no  dispute  as  to  the  adjusted  basis  under 
Section  113  of  the  property  sold  by  Appellant  Bank, 
nor  is  there  any  dispute  that  the  loss  if  deductible  is 
a  loss  from  the  sale  of  assets  other  than  capital  assets 
under  Section  117 (j),  so  there  is  no  need  to  transcribe 
any  provisions  of  the  Internal  Revenue  Code  other 
than  those  quoted  above. 

ASSIGNMENTS  OF  ERROR. 
The  following  are  the  assignments  of  error  as  set 
forth  in  the  Petition  for  Review  (R.  149-150)  : 

In  making  and  rendering  its  decision  as  aforesaid, 
The  Tax  Court  of  the  United  States  erred  to  the 
prejudice  of  petitioner  in  the  following  respects : 

1.  In  determining  a  deficiency  in  income  and  ex- 
cess profit  taxes  for  the  calendar  year  1943  and  in 
failing  to  find  that  the  petitioner  overpaid  its  tax  for 
said  year. 

2.  In  determining  that  the  sale  by  petitioner  of 
certain   parcels  of   veal    estate   to   Capital    Company 
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lacked  substance  and  reality  and  was  not  a  bona  fide 
sale. 

3.  In  determining  that  the  loss  sustained  by  the 
petitioner  in  the  sale  of  said  parcels  of  real  estate  to 
Capital  Company  was  not  deductible  for  tax  purposes. 

4.  In  determining  that  the  sale  by  the  petitioner 
of  said  real  estate  to  Capital  Company  and  the  later 
sale  of  said  real  estate  by  Capital  Company  to  Mer- 
chants National  Realty  Corporation,  a  wholly-owned 
subsidiary  of  the  petitioner,  was  not  a  transaction 
recognizable  under  the  income  tax  laws  to  the  extent 
that  losses  which  were  sustained  therein  could  be  al- 
lowed as  deductions  for  tax  purposes. 


SUMMARY  OF  ARGUMENT. 

The  Appellant  argues  that  The  Tax  Court  was 
wrong  in  concluding  (1)  that  the  sale  from  the  Bank 
to  Capital  Company  was  not  bona  fide,  (2)  that  Cap- 
ital Company  was  a  mere  conduit  for  transfer  of  title 
to  Merchants  and  that  the  Bank  never  relinquished 
dominion  and  control  of  the  property  which  it  sold, 
(3)  that  the  transaction  was  in  reality  a  sale  of  prop- 
erty by  the  Bank  to  Merchants,  (4)  that  no  loss  was 
sustained  or  could  be  recognized  for  tax  purposes  on 
the  sale  to  Capital  Company,  (5)  that  the  Bank's 
dominion  and  control  was  sufficient  to  justify  a  dis- 
regard of  any  tax  consequences  on  transactions  be- 
tween the  Bank  and  Merchants,  and  (6)  assuming  the 
transaction  to  be  a  sale  by  the  Bank  to  Merchants, 


that  no  loss  was  sustained  or  could  be  recognized  for 
tax  purposes  on  the  sale  to  Merchants. 

In  general,  the  Appellant  predicates  its  argument 
upon  two  factors: 

(1)  That  the  parties  intended  the  sale  to  Capital 
Company  to  be  a  bona  fide,  closed  and  completed 
transaction,  separate  and  distinct  from  any  later  re- 
sale of  the  property  by  Capital  Company,  and 

(2)  That  the  transactions  involved  in  this  case 
were  not  intended  or  executed  for  the  purpose  of,  or 
as  a  means  of,  tax  avoidance. 

The  argument  will  show  that  the  test  of  deduct- 
ibility of  losses  sustained  upon  the  sale  of  property 
depends  upon  the  intention  of  the  parties  to  the  sale 
as  to  whether  the  sale  was  to  be  a  real  bona  fide  sale. 
If  the  sole  purpose  of  the  transaction  or  series  of 
transactions  from  which  the  loss  alleged  to  have  been 
sustained  is  to  create  a  tax  loss  and  avoid  a  tax,  the 
sale  transaction  or  other  transactions  by  which  this 
is  accomplished  are  considered  to  be  merely  pretended 
sales  or  transactions  and  therefore  unrealistic  or  a 
sham.  The  cases  reach  this  conclusion  by  implying 
the  tax  avoidance  purpose  as  the  sole  intent  of  the 
entire  transactions.  In  other  words,  the  Courts  say 
that  whatever  the  mechanics  employed,  the  intent 
throughout  was  that  these  mechanics  were  to  be  in 
substance  merely  a  means  for  accomplishing  a  tax 
avoidance  regardless  of  their  form  and  so  the  inten- 
tion was  not  to  complete  a  transaction  which  might 
be  indicated  by  the  form  employed,  but  merely  to  se- 
cure or  accomplish  a  tax  avoidance.  The  Courts  say 
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that  without  the  intent  to  take  the  consequences  of  a 
bona  fide  transaction  according  to  its  form,  such  a 
transaction  cannot  be  recognized  for  tax  purposes. 
This  philosophy  and  principle  of  construction  of 
transactions  for  tax  purposes  applies  similarly  in  cases 
where  there  is  a  sale  and  an  agreement  to  repurchase 
where  throughout  the  entire  transaction  the  only  in- 
tent was  to  ultimately  accomplish  a  tax  avoidance. 

If  the  tax  avoidance  scheme  is  absent,  a  transaction 
must  necessarily  be  given  its  effect  according  to  its 
form  because  whatever  the  purpose  might  be,  the  in- 
tent must  necessarily  have  been  that  the  transaction 
in  form  should  be  effected  to  reach  the  intended  ob- 
jective. Where  the  tax  avoidance  scheme  is  absent, 
the  Courts  will  recognize  intent  and  purpose  as  sep- 
arate and  distinct  factors  and  in  such  instances  the 
purpose  will  not  be  applied  to  vitiate  the  intent  with 
respect  to  the  transactions  employed  to  reach  the  de- 
sired purpose.  There  is  no  case  where  a  sale  was  made 
for  a  purpose  other  than  to  accomplish  a  tax  avoidance 
in  which  it  was  held  that  the  sale  was  to  be  disre- 
garded, even  though  there  might  have  been  a  subse- 
quent transaction  no  matter  how  close  in  point  of 
time  to  the  original  sale  transaction. 

In  this  case  the  purpose  of  tax  avoidance  was  ab- 
sent. The  sale  by  the  Bank  to  Capital  Company  was 
made  for  the  sole  and  exclusive  purpose  of  settling  a 
controversy  with  the  Comptroller  of  the  Currency 
in  a  manner  which  the  Bank  considered  important  to 
avoid  establishing  any  precedent  which  might  later  be 
detrimental  to  it.  The  settlement  of  the  controversy 
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in  the  manner  described  was  the  purpose  of  the  trans- 
action; the  intent  of  the  Bank  and  Capital  Company 
was  that  the  sale  should  be  a  closed  and  completed 
transaction  and  that  at  least  for  a  period  of  time  the 
sale  should  be  so  effective  as  to  divest  the  Bank  of  all 
title  and  control  of  the  property  and  to  vest  that  com- 
plete title  and  control  in  Capital  Company  as  the 
owner  of  the  property;  the  intent  had  to  comprehend 
such  a  result  because  it  was  only  by  such  a  trans- 
action having  such  consequences  that  the  Bank  could 
accomplish  its  purpose,  and  be  able  to  support  its  po- 
sition that  it  did  not  make  a  mere  paper  transaction 
or  write-down  of  assets  but  actually  suffered  a  loss 
through  a  sale  of  property;  the  purpose  of  the  ar- 
rangement with  respect  to  the  possible  repurchase  of 
the  property  was  to  have  an  understanding  with  Cap- 
ital Company  that  the  Bank  could  repurchase  the 
property  when  and  if  it  desired  to  do  so,  but  the  in- 
tent behind  this  repurchase  understanding  was  that 
it  should  have  no  effect  upon  the  original  sales  trans- 
action and  that  it  should  have  no  legal  or  binding- 
effect  as  an  encumbrance  on  Capital  Company's  own- 
ership of  the  property  because  again  the  ultimate  pur- 
pose of  avoiding  precedent  which  might  be  detrimental 
to  the  Bank  in  the  future  required  that  there  be  no 
transaction  which  might  alter  the  legal  effect  of  the 
original  sale. 

The  statute  (Section  112)  requires  nothing  more 
than  that  the  cost  shall  exceed  the  selling  price  in 
order  that  there  be  a  determination  of  loss  Prom  the 
sale  of  property.  The  question  of  intent,  of  realism, 
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arises  from  principles  established  by  case  authority 
in  applying  the  statute,  and  these  principles  were  de- 
vised to  prevent  the  deduction  of  losses  from  un- 
realistic transactions  made  solely  for  the  purpose  of 
defeating  the  revenue.  It  is  respectfully  submitted 
that  in  this  case  there  was  a  sale  from  the  Bank  to 
Capital  Company  and  the  selling  price  was  less  than 
the  cost  of  the  property  sold  so  that  a  loss  was  sus- 
tained by  the  Bank  when  the  sale  was  made.  The 
element  of  tax  avoidance  is  not  present  so  there  is 
nothing  to  bring  into  play  the  principles  devised  to 
prevent  tax  avoidance. 

In  this  case  there  was  a  later  sale  by  Capital  Com- 
pany to  Merchants,  but  before  that  sale  was  made, 
Capital  Company  was  the  owner  of  the  property,  in 
complete  control  of  title  and  income,  which  income 
was  included  by  it  in  its  income  tax  returns  and  sub- 
jected to  tax;  and  Capital  Company  was  bound  by 
nothing  more  substantial  than  a  moral  commitment 
made  with  the  Bank  to  resell  the  property  to  the 
Bank  at  its  request,  which  commitment  was  made  with 
the  deliberate  understanding  that  it  was  to  be  merely 
a  moral  commitment  and  not  a  legal  and  binding  obli- 
gation, and  so  again  the  agreement  for  resale  was  not 
such  a  reserved  power  as  to  have  the  legal  effect  of 
vitiating  the  original  sales  transaction  and  the  legal 
consequences  thereof,  nor  did  it  have  the  effect  of 
vitiating  Capital  Company's  ownership  of  the  prop- 
erty from  the  time  it  purchased  until  the  time  it  sold. 
The  very  intent  of  the  parties  was  that  the  repurchase 
arrangement   should   not   have   any   effect   upon   the 
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original  sales  transaction.  There  is  no  basis  whatever 
under  the  foregoing-  analysis  of  the  principles  pro- 
nounced in  the  cases  on  the  subject,  for  disregarding 
the  sale  from  the  Bank  to  Capital  Company  and  the 
consequences  of  such  sale  under  the  tax  statutes.  The 
loss  was  sustained.  There  is  no  restriction  against  its 
allowance  as  a  deduction  under  the  statute  so  it  should 
be  allowed. 

The  Tax  Court's  disregard  of  the  sale  to  Capital 
Company  and  its  consequent  construction  of  the  trans- 
action as  a  sale  from  the  Bank  to  Merchants  is  in  di- 
rect contravention  of  the  intent  and  purpose  of  the 
Bank,  as  hereinbefore  stated,  and  in  absolute  conflict 
with  the  facts  which  show  that  the  Bank  deliberately 
refrained  from  selling  to  Merchants.  The  Court  cannot 
impose  upon  a  taxpayer  a  transaction  which  it  did  not 
make. 

It  is  the  Appellant's  view  that  the  sale  of  its  prop- 
erty to  Capital  Company  must  be  recognized  and  that 
the  loss  sustained  upon  that  sale  must  be  allowed. 
Under  this  view  of  its  case,  the  later  sale  by  Capital 
Company  to  Merchants  is  of  no  consequence  in  a  deter- 
mination of  the  issue  involved  herein.  However,  since 
The  Tax  Court  took  the  position  that  the  sale  should 
be  construed  as  a  sale  from  the  Bank  to  Merchants, 
it  is  necessary  to  submit  some  discussion  of  the  case 
on  that  premise  since  the  Appellant  believes  that  even 
on  that  premise  The  Tax  Court  erred  in  refusing  to 
allow  a  deduction  for  the  loss  sustained  in  the  sale. 

W  the  sale  is  to  be  treated  as  a  sale  by  the  Bank  to 
Merchants,  the  sale  has  to  be  recognized  as  a  completed 
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transaction  and  the  loss  resulting  therefrom  must  be 
allowed  as  a  deduction.  Mere  domination  and  control 
through  stock  ownership  or  other  arrangement,  other 
than  possibly  a  strict  and  irrefutable  agency  arrrange- 
ment  which  does  not  exist  in  this  case,  is  not  sufficient 
in  the  absence  of  any  scheme  for  tax  avoidance,  to 
justify  a  disregard  of  a  transaction  between  a  parent 
and  its  subsidiary  or  the  tax  consequences  thereof.  The 
lease  arrangement  between  the  Bank  and  Merchants, 
existing  since  1936  was  not  any  more  unusual  than 
arrangements  discussed  by  the  Courts  in  cases  in 
which  it  was  held  that  such  arrangements  would  not 
justify  a  disregard  of  the  corporate  entities  or  trans- 
actions between  them.  There  is  no  statutory  provision 
or  legal  authority  which  would  support  the  refusal  to 
allow  as  a  deduction  a  loss  sustained  by  the  Bank  on 
a  sale  of  property  to  Merchants. 


ARGUMENT. 
I.     INTRODUCTORY  STATEMENT. 

The  relationship  between  the  parties  to  the  sales 
transactions  involved  in  the  proceeding  is  of  primary 
importance  in  the  determination  of  whether  The  Tax 
Court  is  right  or  wrong  in  its  decision,  so  the  following 
explanation  is  given  to  identify  these  parties  and  their 
participation  in  the  sales  transaction. 

Bank  of  America  N.T.  &  S.A. 

This  Bank  is  the  Appellant,  the  taxpayer  who  made 
the  sale  of  eight  properties  in  1943  from  which  a  loss 
resulted,  and  it  is  the  deductibility  of  this  loss  which 
is  involved  in  this  proceeding. 


15 


The  Bank  operates  a  banking  system  in  California 
through  approximately  500  branches.  (R.  121.)  Title 
to  some  of  the  buildings  in  which  it  conducts  its  bank- 
ing business  is  held  by  it,  and  title  to  others  is  held 
by  Merchants  National  Realty  Corporation.  (R.  121.) 
The  properties  owned  by  Merchants  are  leased  to  the 
Bank.  (R.  122,  38,  72.)  The  eight  properties  which  the 
Bank  sold  to  Capital  Company  were  properties  in 
which  the  Bank  was  operating  branches.  (R.  34,  37.) 
After  the  sale  the  Bank  leased  these  properties  from 
Capital  Company.  (R.  38.)  Later,  Capital  Company 
sold  the  properties  to  Merchants  National  Realty  Cor- 
poration, after  which  time  the  Bank  leased  the  prop- 
erties from  Merchants.  (R.  34-35,  38.) 


Merchants  National  Realty  Corporation. 

Merchants  was  a  wholly  owned  subsidiary  of  the 
Bank.  (R.  38.)  Many  of  the  officers  and  directors  of 
the  Bank  were  officers  and  directors  of  Merchants. 
(R.  38.)  Merchants  had  no  salaried  employees.  (R. 
38.)  Whatever  work  was  necessary  to  the  operation 
of  its  business  was  performed  by  employees  of  the 
Bank.  (R.  38.)  The  only  business  of  Merchants  was 
the  ownership  of  property  which  it  leased  to  the  Bank, 
under  a  lease  arrangement,  which  has  been  in  effect 
since  1936,  whereby  the  Bank  paid  a  rental  to  Mer- 
chants equal  to  the  net  expenses  and  charges  of  Mer- 
chants allowable  as  deductions  from  gross  income  for 
income  tax  purposes.  (R.  38,  72.)  During  1943,  Mer- 
chants incurred  and  paid  expenses  of  over  $380,000.00. 
(Ex.  22- V,  R.  110)  and  at  December  31,  1943,  it  had 
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assets  of  over  $19,200,000.00  and  a  net  worth  of  over 
$18,900,000.00,  as  disclosed  by  its  balance  sheet  as  of 
that  date.   (Ex.  22-V,  R.  111.) 

About  30  days  or  so  after  the  Bank  sold  the  eight 
parcels  of  property  to  Capital  Company  as  herein- 
before mentioned,  Merchants  purchased  the  proper- 
ties from  Capital  Company  for  cash  at  the  same  price 
that  Capital  Company  had  paid  for  them,  plus  acqui- 
sition costs.  After  Merchants  purchased  the  properties 
they  were  leased  to  the  Bank  under  the  general  lease 
arrangement  described  in  the  preceding  paragraph 
hereof. 

Capital  Company. 

Capital  Company  is  a  substantial  real  estate  com- 
pany with  a  net  worth  of  approximately  $33,250,000.00 
and  total  assets  represented  mostly  by  real  estate,  of 
$37,100,000.00.  (R,  35,  Ex.  18-R,  pp.  8,  20-21.)  It  is  a 
wholly  owned  subsidiary  of  Transamerica  Corpora- 
tion. (R.  39.)  Transamerica  Corporation  with  its  sub- 
sidiaries owned  about  22%  of  the  outstanding  capital 
stock  of  the  Bank  in  1943.  (R.  40.)  In  1943  Capital 
Company  purchased  the  said  eight  properties  from  the 
Bank  for  cash  at  a  price  equal  to  the  appraised  value 
of  the  properties.  (R.  35,  36.) 

After  acquiring  the  properties,  Capital  Company 
leased  them  back  to  the  Bank  under  a  written  lease 
agreement  covering  each  property  and  providing  in 
general  for  a  rental  payment  to  yield  6%  net  to  Capi- 
tal Company  on  its  investment  in  the  property.  (R. 
36,  38.) 
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After  Capital  Company  had  held  the  properties  for 
about  30  days  it  sold  them  to  Merchants  for  cash  for 
an  amount  equal  to  the  cost  of  the  properties  to  it. 
(R.  36.) 


II.  NEITHER  THE  FACTS  NOR  THE  LAW  JUSTIFY  THE  TAX 
COURT'S  CONCLUSION  THAT  THE  SALES  TO  CAPITAL 
COMPANY  WERE  NOT  BONA  FIDE. 

The  Tax  Court  refused  to  recognize  the  sale  from 
the  petitioner  Bank  to  Capital  Company  as  a  bona 
fide  sale  even  though  the  Court  found  that,  ' '  The  facts 
show  that  petitioner  conveyed  the  legal  title  to  the 
properties  to  Capital  Company,  and  that  it  meticu- 
lously complied  with  all  of  the  customary  formalities 
necessary  for  the  transfer  of  title."  (R.  134.)  The 
Court  based  its  decision  that  the  sale  to  Capital  Com- 
pany could  not  be  recognized  for  tax  purposes  on  the 
conclusion  that,  "  Petitioner  never  relinquished  domin- 
ion or  control  over  the  eight  properties  to  Capital. 
Petitioner  intended  only  a  temporary  vesting  of  title 
in  Capital,  and  it  was  assured  of  its  ability  to  recover 
the  properties  under  its  oral  agreement  with  Capital." 
1  (R.  137.) 

It  is  true  that  petitioner  "intended  only  a  tempo- 
j  rary  vesting  of  title  in  Capital",  but  it  is  indisputable 
:  that  the  petitioner  also  intended  that  while  Capital 
(  owned  the  property  it  was  to  have  complete  and  un- 
!  encumbered  ownership  free  of  any  dominion  or  con- 
|  trol  of  the  petitioner.  The  oral  understanding  between 
the  Bank  and  Capital  Company  that  the  Bank  intended 
1  to  repurchase  the  property  at  some   later  date  and 
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that  Capital  Company  would  resell  the  property  to 
the  Bank  upon  its  request  was  reached  with  the  fur- 
ther specific  understanding  that  it  was  not  to  be  in 
writing  (R.  36),  which  was  a  deliberate  acknowledg- 
ment by  the  parties  that  the  Bank's  expression  of 
intent  was  not  to  be  regarded  as  a  legally  enforceable 
obligation  either  upon  the  part  of  the  Bank  or  upon 
the  part  of  Capital  Company. 

The  very  essence,  purpose  and  objective  of  the 
transaction  was  to  take  the  properties  out  of  the  do- 
minion and  control  of  the  Bank,  actually  and  legally, 
for  at  least  a  limited  period.  It  was  only  by  such  a 
transaction  that  the  Bank  in  its  opinion,  could  meet 
the  Comptroller's  requirement  that  there  be  a  charge- 
off,  and  at  the  same  time  be  in  a  position  (1)  to  main- 
tain that  the  charge-off  represented  a  loss  from  a  sale 
and  not  a  mere  write-down,  and  (2)  to  maintain  at 
any  future  time  that  the  Bank  never  receded  by  word 
or  deed  from  its  position  that  the  Comptroller  had  no 
authority  to  require  a  write-down  of  its  cost  of  bank- 
ing premises  other  than  for  normal  depreciation. 

The  Court  may  have  a  right  to  refuse  to  give  effect 
for  tax  purposes  to  a  valid  transaction  where  the  sole 
purpose  of  the  transaction  was  to  avoid  taxes,  or 
where  the  transaction  was  a  sham  because  of  the  in- 
tent to  avoid  taxes,  but  there  is  absolutely  no  authority 
which  permits  the  Court  to  disregard  a  valid  and  com- 
pleted transaction,  or  to  declare  it  lacking  in  bona 
fides,  where  it  was  effected  to  accomplish  a  purpose 
which  liad  no  relationship  to  tax  results.  In  this  con- 
nection, the  stipulation  of  facts  filed  in  this  proceed- 
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ing  requires  careful  analysis.  As  The  Tax  Court  stated 
in  its  opinion  (R.  134),  "all  of  the  facts  in  this  pro- 
ceeding have  been  stipulated,  and  they  are  not  in  dis- 
pute. In  fact,  the  petitioner  has  not  concealed  at  any 
time  any  of  its  arrangements,  but  has  made  full  dis- 
closures of  them,  at  least  as  far  as  this  proceeding  is 
concerned,"  (See  also  Opening  Statement  of  Govern- 
ment Counsel,  R.  43-60)  so  every  effort  has  been 
made  to  present  to  the  Court  not  only  what  the  parties 
did  but  also  what  they  were  thinking  about  and  what 
they  intended  when  they  did  it. 

The  Bank  presents  its  position  thus, — It  made  a  sale 
of  property  for  the  purpose  of  sustaining  a  position 
it  was  maintaining  in  a  controversy  with  the  Comp- 
troller of  the  Currency;  it  intended  to  repurchase 
the  properties  within  a  period  of  30  days  or  so,  but 
it  wanted  no  binding  agreement  or  commitment  to 
that  effect  because  it  could  not  accomplish  the  purpose 
just  stated  unless  the  sale  was  complete  and  effective; 
it  explained  this  to  Capital  Company  when  offering 
Capital  Company  the  property  so  that  there  could  be 
no  misunderstanding  about  the  deal;  every  formality 
was  complied  with  to  protect  Capital  Company  as  the 
owner  of  the  property;  although  Capital  Company 
said  they  would  resell  to  the  Bank  if  the  Bank  offered 
to  repurchase,  it  was  understood  and  agreed  that  the 
promise  to  resell  was  not  to  be  a  legally  binding 
agreement,  and  it  was  obvious  of  course  that  until 
resale,  Capital  Company  had  all  the  benefits  and  bur- 
dens of  ownership  including  any  risk  of  loss  in  case  of 
disaster;  it  (the  Bank)  made  this  sale  for  the  sole  and 
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exclusive  purpose  above  stated  and  its  only  concern 
about  income  taxes  was  that  it  did  not  want  to  get 
into  trouble  with  the  income  tax  Bureau  because  of  the 
fact  that  the  resultant  tax  benefit  from  the  loss  on 
the  sale  might  make  it  appear  that  it  had  entered  into 
this  transaction  to  avoid  a  tax ;  the  question  of  affect- 
ing tax  liability  had  nothing  whatever  to  do  with  its 
decision  to  make  the  sale;  the  sale  of  the  property 
was  a  real  sale  and  intended  as  such  and  since  the 
tax  laws  allow  deductions  for  losses  sustained  in  such 
sales,  the  loss  claimed  in  this  proceeding  should  be  al- 
lowed. 

(a)  The  Stipulation  Shows  Conclusively  That  the  Sales  Transac- 
tions Were  Entered  Into  Solely  for  the  Purpose  of  Effecting 
a  Settlement  of  a  Controversy  With  the  Comptroller. 

The  stipulation  (R.  31-41)  shows  the  following: 
Paragraphs  1  to  4  inclusive  (R.  32-34)  describes  the 
Bank's  controversy  with  the  Comptroller  of  the  Cur- 
rency about  his  demand  that  the  Bank  make  a  write- 
down of  its  Banking  premises  account  and  make  a 
charge-off  to  its  undivided  profits  account  accordingly ; 
they  explain  the  Bank's  position  that  the  Comptroller 
had  no  authority  to  require  such  a  write-down  and 
further  that  the  banking  premises  were  worth  the 
figure  at  which  they  were  being  carried  on  the  books 
(See  especially  Exs.  1-A  and  4-D  attached  to  the  Stip- 
ulation, R.  61,  66) ;  they  show  that  the  settlement  of 
the  controversy  was  made  upon  the  understanding  that 
the  Bank  would  effect  the  agreed-upon  charge-off  by 
a  transaction  which  would  establish  a  new  cost  basis 
on  the  properties  on  which  the  charge-offs  were  to  be 
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made;  and  as  stated  in  paragraph  4  of  the  stipula- 
tion, "and,  when  the  Bank  agreed  with  the  Comp- 
troller to  reduce  its  banking  premises  account  in  order 
to  settle  the  issue  with  the  Comptroller,  it  did  so  in 
the  manner  stated  below  to  which  the  Comptroller  had 
no  objection."  (R.  34.) 

Paragraph  5  of  the  Stipulation  then  opens  with  the 
statement,  "On  account  of  the  foregoing,  the  following 
transactions  were  effected"  (R.  34)  and  then  follows 
a  description  of  the  sales  transactions  involving  the 
sales  of  the  banking  properties  from  the  Bank  to 
Capital  Company  and  later  from  Capital  Company  to 
Merchants.  It  is  obvious  that  the  stipulation  estab- 
lishes that  the  sales  transactions  were  made  "in  order 
to  settle  the  issue  with  the  Comptroller"  and  "on  ac- 
count of  the  foregoing,"  the  foregoing*  being  the  con- 
troversy with  the  Comptroller.  This  stipulation  leaves 
no  room  for  any  inference  or  argument  that  the  sales 
transactions  were  entered  into  for  tax  purposes  or 
for  any  purposes  other  than  to  effect  a  settlement  of 
the  controversy  with  the  Comptroller. 

The  Tax  Court  did  say  in  its  opinion  that,  "The 
evidence  shows  that  possible  tax  advantages  were  an 
important  consideration  in  arriving  at  the  complicated 
form  in  which  the  simple  requirement  of  the  Comp- 
troller was  met."  (R.  140.)  However,  The  Tax  Court 
J  might  have  doubted  this  because  it  immediately  fol- 
!  lows  tlic  statement  with  the  assertion,  "However,  the 
ground    for  this  decision   is  not  whether  or  not  the 
intent  to  effect  a  tax  saving  was  the  dominant  pur- 
:  pose  of  petitioner."  (R.  140.) 
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In  order  to  avoid  the  chance  that  this  Court  might 
reach  the  same  misunderstanding  of  the  facts  as  The 
Tax  Court  did,  attention  is  directed  to  the  composition 
of  the  stipulation.  As  hereinbefore  stated,  the  last 
sentence  of  paragraph  4  (R.  34),  and  the  first  sen- 
tence of  paragraph  5  (R.  34)  of  the  stipulation  show 
that  the  sole  purpose  of  the  transaction  was  to  effect 
the  settlement  with  the  Comptroller.  The  stipulation 
contains  a  paragraph  in  paragraph  5  as  follows  (R. 
36): 

"The  transactions  described  in  sub-paragraph 
(a),  (b)  and  (c)  above  were  effected  pursuant  to 
and  in  accordance  with  this  agreement.  When 
these  transactions  were  under  contemplation,  the 
Bank's  officers  were  advised  by  the  Bank's  coun- 
sel that  these  transactions  might  result  in  a  large 
deductible  loss  for  income  tax  purposes.  The 
Bank's  officers  thereupon  instructed  the  Bank's 
counsel  to  make  adequate  disclosure  of  the  trans- 
actions on  the  tax  return  so  that  the  Internal 
Revenue  Bureau  would  be  fully  informed  thereof. 
The  Counsel's  memorandum  of  his  discussion  of 
the  matter  with  the  Bank  officials  is  attached 
hereto  as  Exhibit  14-N." 

The  explanatory  statement  attached  to  the  return 
pursuant  to  the  instructions  mentioned  in  the  fore- 
going quotation  is  consistent  with  the  stipulation  that 
the  sales  were  made  solely  to  meet  the  Comptroller's 
requirements,  and  reads  as  follows   (R.  108)  : 
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"Explanatory  Statement  as  to  Losses  Included  in 
Losses  Reported'  in  Schedule  D. 

The  Comptroller  of  the  Currency  insisted  that  the 
cost  less  depreciation  of  certain  properties  owned  by 
this  bank  exceeded  its  present  value  and  that  a  charge- 
oft'  had  to  be  made  to  reduce  the  cost  to  present  value. 
In  order  to  accomplish  this  in  a  manner  consistent 
with  the  Bank's  policy  and  contention  that  its  prop- 
erties should  be  carried  as  cost  (less  reasonable  al- 
lowance for  current  depreciation),  it  sold  these  prop- 
erties to  Capital  Company.  The  selling-  price  was  fixed 
at  the  present  value  of  the  property  and  Capital  Com- 
pany paid  the  selling  price  in  cash.  At  a  later  date 
Merchants  National  Realty  Corporation,  a  wholly 
owned  subsidiary  of  the  Bank,  purchased  these  prop- 
erties from  Capital  Company,  for  cash,  for  the  same 
price  at  which  Capital  Company  had  purchased  them. 
The  loss  resulting  from  this  sale  is  claimed  on  this 
return  since  the  Income  Tax  Statute  contains  no  pro- 
visions exempting  either  gain  or  loss  from  such  a 
transaction  from  being  included  in  computing  net 
income.  Furthermore,  this  loss  should  be  deductible  in 
any  event  as  a  loss,  because  it  was  taken  in  compliance 
with  a  requirement  of  the  Comptroller  of  the  Cur- 
rency. ' ' 

The  Counsel's  memorandum  of  his  conference  with 
Bank  officials  (Ex.  14-N,  R.  91)  shows  that  he  was 
consulted  at  a  time  when  a  settlement  of  the  contro- 
versy was  imminent,  and  for  the  sole  purpose  of  giving 
advice  as  to  how  the  settlement  could  be  effected  in  a 
manner  consistent  with  the  position  which  the  Bank 
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was  maintaining  throughout  the  controversy.  As  shown 
in  the  memorandum,  the  only  reason  the  matter  of 
taxes  was  discussed  was  that  the  officers  of  the  Bank 
were  concerned  whether  the  Income  Tax  Bureau  might 
think  that  this  unusual  transaction  was  entered  into 
as  a  scheme  to  defraud  the  Government  out  of  taxes, 
and  thus  cause  trouble  for  the  Bank.  (The  memoran- 
dum shows,  "The  officers  of  the  Bank  inquired  as  to 
the  results  of  such  transactions  for  tax  purposes  and 
especially  whether  there  was  anything  wrong  in  trans- 
actions such  as  this.- '  (R.  93)  ;  also,  "The  Bank  offi- 
cers have  asked  me  that  I  should  instruct  them  as  to 
the  method  of  carrying  out  these  transactions  for  the 
purposes  indicated,  and  that  I  should  be  careful  that 
the  transactions  should  be  properly  disclosed  so  that 
there  could  be  no  misunderstanding  of  the  transac- 
tions, or  so  that  there  could  be  no  complaint  on  the 
part  of  the  tax  authorities  that  these  transactions 
were  made  for  the  purpose  of  defrauding  the  Govern- 
ment or  were  not  properly  disclosed.' ?  (R.  94.)  The 
postscript  on  the  memorandum  shows  merely  that  the 
plan  for  working  out  the  settlement  was  discussed 
with  officials  of  the  Comptroller's  Office,  who  were  told 
that  it  might  have  some  effect  upon  tax  liabilities  and 
these  officials  stated  in  effect  that  they  were  uncon- 
cerned about  the  matter  of  taxes.  (R.  95.)  This  does 
not  indicate  that  the  transactions  were  entered  into  for 
tax  purposes, — it  shows  merely  that  the  Bank  wanted 
to  be  careful  that  by  getting  out  of  the  trouble  with 
the  Comptroller's  Office,  it  was  not  getting  into  trouble 
with  anybody  else,  and  it  wanted  to  make   full  (lis- 
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closure  of  any  possible  extraneous  effects  which  might 
be  caused  by  the  settlement  program. 

The  stipulation  is  conclusive  as  hereinbefore  pointed 
out,  that  the  only  purpose  of  the  sales  transactions 
was  to  complete  a  settlement  of  the  controversy  with 
the  Comptroller  in  a  manner  consistent  with  the  po- 
sition which  the  Bank  had  maintained  throughout  the 
controversy,  and  the  effect  of  the  transaction  on  the 
tax  liability  of  the  Bank  was  merely  an  incident  of 
and  not  a  purpose  of,  the  transactions. 

(b)  The  Stipulation  Shows  Conclusively  That  the  Bank  Sold 
Eight  Parcels  of  Property  to  Capital  Company  in  1943. 

Paragraphs  5  and  6  of  the  Stipulation  (R.  34-38) 
show  as  The  Tax  Court  stated  "*  *  *  that  petitioner 
conveyed  the  legal  title  to  the  properties  to  Capital, 
and  that  it  meticulously  complied  with  all  of  the  cus- 
tomary formalities  necessary  for  the  transfers  of 
title"  (R.  134)  and  further  that  in  carrying  out  the 
sales  transactions,  "all  formalities  in  connection  there- 
with *  *  *  were  complied  with  *  *  *."  (R.  131.)  These 
paragraphs  show  that  the  properties  were  sold  by  the 
Bank  to  Capital  Company  for  cash  at  a  price  equal 
to  the  appraised  value  of  the  properties.  Paragraph 
5(c)  (R.  35-36)  explains  that  just  prior  to  the  sale 
an  officer  of  the  Bank  talked  to  an  officer  of  Capital 
Company,  explained  to  him  the  Bank's  controversy 
with  the  Comptroller,  and  reached  an  agreement  with 
him  which  in  effect  was  as  follows : 

That  the  Bank  would  sell  and  Capital  Company 
would  purchase  the  eight  parcels  of  property  For  cash 
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at  a  price  equal  to  the  appraised  value  of  the  prop- 
erty; that  the  Bank  intended  to  and  would  repurchase 
the  property  within  30  days  or  so  and  Capital  Com- 
pany would  resell  the  property  to  the  Bank  or  to 
Merchants  upon  request  of  the  Bank  for  cash  at  a 
price  equal  to  the  price  paid  by  Capital  Company 
plus  acquisition  costs,  but  there  would  be  no  written 
agreement  between  the  Bank,  Merchants  and  Capital 
Company  concerning  the  resale  or  repurchase  (R. 
36) ;  that  after  the  purchase  of  the  property  by  Cap- 
ital Company  the  Bank  would  rent  the  property  and 
pay  a  net  rental  therefor  equal  to  a  6%  return  per 
annum  to  Capital  Company  on  its  investment  in  the 
property.  (R.  36.) 

The  sales  by  the  Bank  to  Capital  Company  were 
consummated  pursuant  to  this  agreement  (R.  36), 
and  all  formalities  incidental  to  the  transaction,  in- 
cluding the  execution  of  a  formal  lease  between  the 
Bank  and  Capital  Company  with  respect  to  each  prop- 
erty, were  complied  with.  (Paragraph  6,  R.  37-38,  Ex. 
10- J,  R.  81.)  The  rentals  received  by  Capital  Company 
under  these  leases  were  reported  as  rental  income  by 
Capital  Company  for  income  tax  purposes,  and  were 
reported  as  rental  expense  by  the  Bank  for  income 
tax  purposes.  (R.  38.) 

It  is  obvious  from  the  foregoing  description  of  the 
facts  set  forth  in  paragraphs  5  and  6  of  the  Stipula- 
tion, that  the  transaction  between  the  Bank  and  Capi- 
tal Company  differs  from  a  straight  out-and-out  sales 
transaction  in  only  one  particular,  and  that  is  that 
at  the  time  of  the  sale  the  Bank  told  Capital  Company 
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that  it  would  like  to  repurchase,  and  intended  to  re- 
purchase the  property  within  a  short  period  of  time, 
and  Capital  Company  told  the  Bank  that  whenever 
it  wanted  to  repurchase  Capital  Company  would  resell 
the  property  to  it,  and  at  the  same  time  both  parties 
agreed  that  they  would  not  reduce  this  understanding 
to  writing.  It  was  primarily  because  of  this  repurchase 
arrangement  and  the  later  sale  by  Capital  Company 
to  Merchants  that  The  Tax  Court  concluded  (1)  that 
the  sale  was  a  sham,  (2)  that  the  Bank  never  intended 
to  relinquish,  nor  did  it  relinquish,  dominion  and  con- 
trol over  the  properties,  and  (3)  that  Capital  Com- 
pany was  a  mere  conduit  for  transferring  the  prop- 
erty to  Merchants.  Each  and  all  of  these  conclusions 
are  wrong  and  are  not  supported  by  the  facts  as 
stipulated,  or  by  any  applicable  statutory  provision, 
or  by  any  principle  or  rule  of  construction  pronounced 
or  established  by  Court  decision. 


(c)  The  Tax  Court  Was  Wrong  in  Concluding  That  the  Sale  to 
Capital  Company  Was  a  Sham.  There  Is  No  Support  in  the 
Facts  or  in  the  Law  for  Such  a  Conclusion. 

The  Tax  Court  refers  to  Higgins  vs.  Smith,  308 
U.  S.  473,  Gregory  vs.  Eelvering,  293  U.  S.  465,  Bur- 
net vs.  Huff,  288  U.  S.  156,  Weiss  vs.  Wiener,  279 
U.  S.  333,  in  support  of  its  conclusion  that  the  sale 
from  the  Bank  to  Capital  Company  was  a  sham  and 
not  bona  fide 

The  Burnet  vs.  Huff  and  the  Weiss  vs.  Wiener  cases 
stand  for  the  proposition  that  a  loss  to  be  deductible 
must  be  actual  and  present.  They  recognize  that  a  loss 
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resulting  from  a  sale  is  an  actual  and  present  loss, 
so  the  cases  are  of  no  help  in  the  determination  of 
the  real  issue  in  this  case — whether  the  sales  to  Capital 
Company  (or  to  Merchants)  should  be  recognized  for 
tax  purposes. 

The  Gregory  vs.  Helvering  and  the  II ig gins  vs. 
Smith  cases  are  pertinent  but  they  do  not  authorize 
the  disregard  of  business  transactions  where  those 
transactions  were  entered  into  for  business  reasons 
not  related  to  tax  considerations,  so  they  do  not  sup- 
port The  Tax  Court's  conclusion  that  the  sale  to 
Capital  Company  was  a  sham  and  not  bona  fide. 

In  the  Gregory  case,  Evelyn  Gregory,  the  petitioner, 
owned  all  of  the  stock  of  United  Mortgage  Corp.  which 
held  among  its  assets  1,000  shares  of  the  Monitor  Se- 
curities Corp.  The  petitioner  planned  to  distribute 
these  shares  to  herself  in  such  a  manner  that  the 
declaration  of  a  dividend,  which  would  be  taxable  as 
ordinary  income,  would  be  avoided.  The  Averill  Cor- 
poration was  formed  to  acquire  the  1,000  shares  of 
Monitor  held  by  United  Mortgage  for  which  all  the 
stock  of  Averill  was  issued  to  the  petitioner,  in  com- 
pliance with  Section  112(g)(1)(D),  a  reorganization 
section  allowing  tax  exemption  for  such  transactions. 
Three  days  later,  Averill  Corporation  was  liquidated. 
Its  assets  consisting  of  1,000  shares  of  Monitor  were 
distributed  in  cancellation  of  its  outstanding  stock, 
and  the  petitioner  reported  a  capital  gain  on  the  ex- 
change. 

The  Board  of  Tax  Appeals  decided  that  the  Averill 
Corp.    must    be    recognized    and    the    reorganization 
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exemption  allowed  and  consequently  the  receipt  by 
Evelyn  Gregory  of  the  Monitor  stock  was  taxable  as 
capital  gain  and  not  dividend  income.  The  Circuit 
Court  of  Appeals  for  the  Second  Circuit  disagreed 
concluding  that  the  only  purpose  of  the  reorganization 
transactions  was  to  dodge  the  stockholder's  income 
taxes  which  was  not  a  true  business  purpose  of  either 
or  both  companies  which  were  parties  to  the  reor- 
ganization, that  the  transactions  "so  viewed — were  a 
sham ' ',  and  Congress  could  not  have  intended  that  the 
tax  exemption  should  apply  to  reorganizations  which 
had  no  real  business  purpose.  The  U.  S.  Supreme 
Court  affirmed  the  Appellate  Court,  Gregory  vs.  Hel- 
vering  (1935)  293  II.  S.  465,  on  the  general  propo- 
sition that  the  intent  of  Congress  in  enacting  Section 
112(g)(1)(D)  was  not  to  allow  a  transfer  of  assets 
by  one  corporation  to  another  under  a  plan  of  reor- 
ganization which  had  no  relation  to  the  business  pur- 
pose of  either. 

The  first  time  the  Supreme  Court  had  occasion  to 
refer  to  the  Gregory  case,  was  in  the  case  of  Ilelver- 
ing  vs.  Minnesota  Tea  Co.  (1935)  296  U.  S.  378,  which 
involved  the  question  of  whether  a  transfer  of  assets 
by  one  company  to  two  separate  companies  constituted 
a  reorganization,  and  in  holding  that  it  did,  the  Court 
stated,  in  referring  to  the  Gregory  case: 

"Gregory  vs.  HeVvering  *  *  *  revealed  a  sham; 
a  mere  device  intended  to  obscure  the  character 
of  the  transaction.  We,  of  course,  disregarded  the 
mask  and  dealt  with  realities.  The  present  record 
discloses  no  such  situation;  nothing-  suggests  other 
than  a  bona  fide  business  move." 
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When  the  Minnesota  Tea  Company  case  came  back  to 
the  Court  (1938—302  U.  S.  609),  to  determine  whether 
certain  cash  received  by  Minnesota  Tea  Company  in 
the  reorganization  transaction  and  paid  by  it  to  its 
stockholders  under  a  specific  agreement  that  they 
would  use  it  to  pay  the  Company's  debts,  constituted 
a  "distribution"  exempting  it  from  tax  in  the  hands 
of  the  Company,  the  Supreme  Court  explained  the 
applicable  statutory  provision  and  the  problem  in  the 
case  as  follows: 

''These  provisions  plainly  establish  that,  in 
respect  of  any  cash  received  and  not  'distribu-' 
ted?,  there  was  a  taxable  gain  to  petitioner.  And, 
quite  as  plainly,  payment  of  the  debts  by  peti- 
tioner, if  made  directly  by  petitioner  to  the  cred- 
itors, would  not  have  been  a  distribution  under 
the  statute;  for  that  contemplates  a  distribution 
to  stockholders,  and  not  payment  to  creditors. 
If,  then,  petitioner  had  followed  the  simple  course 
of  retaining  in  its  own  hands  the  sum  here  in 
question,  and  subsequently  paying  it  directly 
to  the  creditors,  it  necessarily  would  result  that 
liability  of  petitioner  for  a  tax  on  the  amount  of 
gain  could  not  be  avoided.  And,  obviously,  this  is 
the  effect  of  what  was  done,  although  circuit- 
ously . ' ' 

The  Court  concluded: 

"Payment  of  indebtedness,  and  not  distribu- 
tion of  dividends,  was,  from  the  beginning,  the 
aim  of  the  understanding  with  the  stockholders 
and  was  the  end  accomplished  by  carrying  that 
understanding  into  effect.  A  given  result  at  the 
end  of  a  straight  path  is  not  made  a  different  re- 
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suit  because  reached  by  following  a  devious  path. 
The  preliminary  distribution  to  the  stockholders 
was  a  meaningless  and  unnecessary  incident  in  the 
transmission  of  the  fund  to  the  creditors,  all 
along  intended  to  come  into  their  hands,  so  trans- 
parently artificial  that  further  discussion  would 
be  a  needless  waste  of  time.  The  relation  of  the 
stockholders  to  the  matter  was  that  of  a  mere 
conduit.  The  controlling  principle  will  be  found 
in  Gregory  v.  Helvering,  293  U.  S.  465,  469,  470, 
55  S.Ct.  266,  267,  79  L.Ed.  596,  97  A.L.R.  1355; 
and  applying  that  principle  here,  the  judgment 
of  the  Court  below  is  confirmed." 

In  the  ease  of  John  Kelley  Co.  vs.  Commissioner, 
(1946)  326  U.  S.  521,  involving  the  question  of 
whether  payments  on  certain  notes  or  securities  con- 
stituted dividends  or  deductible  interest,  the  Court  had 
this  to  say  about  the  Gregory  case : 

"There  is  not  present  in  either  situation  the 
wholly  useless  temporary  compliance  with  statu- 
tory literalness  which  this  Court  condemned  as 
futile,  as  a  matter  of  law,  in  Gregory  vs.  Helver- 
ing. *  *  *" 

It  seems  quite  clear  that  Gregory  vs.  Helvering  is 
intended  to  apply  only  in  those  situations  where  a 
"meaningless  and  unnecessary"  transaction  was  en- 
tered into  to  effect  a  "temporary  compliance  with 
statutory  literalness"  for  the  sole  purpose  of  obtain- 
ing a  tax  advantage,  in  which  event  the  transaction 
is  to  be  ignored  as  a  sham.  As  will  hereinafter  be 
demonstrated,  the  transaction  involved  in  the  instant 
ease  before  tins  Court  does  not  come  within  the  above 
described  category. 
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In  Higgins  vs.  Smith  (1940)  308  U.  S.  473,  a  cor- 
poration which  was  wholly  owned  by  the  taxpayer  liti- 
gant, was  engaged  in  a  business  restricted  largely  to 
operations  in  buying  and  sellina-  securities  from  and 
to  the  taxpayer,  and  the  purpose  of  the  corporation 
and  these  transactions  was  to  gain  advantages  of  in- 
come and  estate  tax  savings  for  the  taxpayer,  its 
stockholder.  The  question  involved  was  the  deducti- 
bility of  a  loss  on  some  of  these  sales  transactions 
from  the  taxpayer  to  the  corporation.  The  District 
Court  had  instructed  the  jury  to  determine  whether 
the  sales  were  actual  sales  "out  of  Mr.  Smith  and  into 
something  that  existed  separate  and  apart  from  him" 
or  whether  they  were  tu  be  regarded  as  simply  a 
"transfer  by  Mr.  Smith's  left  hand,  being  his  indi- 
vidual hand,  into  his  right  hand,  beinu'  his  corporate 
hand,  so  that  in  truth  and  fact  there  was  no  transfer 
at  all."  The  jury  agreed  that  the  latter  situation 
existed.  The  Circuit  Court  of  Appeals  i  2nd  Circuit) 
reversed  on  the  ground  that  the  transfers  were  identi- 
fiable events  establishing  loss.  The  Supreme  Court  re- 
versed the  Appellate  Court,  and  in  its  opinion  used 
some  very  general  language  about  the  non-deducti- 
bility  or  non-recognition  of  a  loss  in  sales  of  property 
between  a  sole  stockholder  and  his  wholly-owned  cor- 
poration because  of  the  retention  of  control  over  the 
property.   The   Court   said: 

"Indeed  this  domination  and  control  is  so  obvious 
in  a  wholly  owned  corporation  as  to  require  a 
peremptory  instruction  that  no  Loss  in  the  statu- 
tory sense  could  occur  upon  a  sale  by  a  taxpayer 
to  such  an  entitv." 
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Tliis  statement  has  not  been  applied  literally  so  it 
must  be  construed  in  the  light  of  the  particular  cir- 
cumstances of  the  case  and  other  language  used  by 
the  Court  in  its  opinion.  For  example,  in  commenting 
upon  the  fact  that  Congress  had  enacted  Section  24 
(a)  (6)  of  the  Revenue  Act  of  1934,  explicitly  forbid- 
ding losses  in  transactions  between  an  individual 
stockholder  and  his  controlled  company  and  answer- 
ing the  argument  that  in  view  of  that  enactment  the 
law  was  formerly  otherwise,  the  Court  stated: 

"At  most  it  is  evidence  that  a  later  Congress  con- 
strued the  1932  Act  to  recognize  separable  taxable 
identities  between  the  taxpayer  and  his  wholly 
owned  corporation.  As  the  new  provision  goes 
much  farther  than  the  former  decisions  in  dis- 
regarding transfers  between  members  of  the  fam- 
ily, it  may  well  have  been  passed  to  extend  as  well 
as  clarify  the  existing  rule.  The  suggestion  is  not 
sufficiently  persuasive  to  give  validity  to  a  futile 
transfer. ' ' 

(The  Section  24(a)(6)  of  the  Revenue  Act  of  1934 
above  referred  to  is  still  in  the  law  as  Section  24(b) 
of  the  Internal  Revenue  Code,  and  it  is  significant  thai 
the  Section  does  not  forbid  the  deduction  of  losses  in 
transactions  between  a  corporation  and  its  controlled 
subsidiary.  It  applies  only  to  losses  in  sales  between 
an  individual  and  his  controlled  corporation.  It  would 
not  be  applicable  to  a  sale  from  the  Bank  to  Mer- 
chants.) 

II  is  difficult  to  avoid  the  conclusion  from  a  leading 
of  the  case  that  the  decision  was  induced  by  the  fact 
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that  the  sales  were  made  for  the  sole  purpose  of 
avoiding  tax  liability.  For  example,  the  Court  stated : 
"The  Government  may  look  at  actualities  and 
upon  determination  that  the  form  employed  for 
doing  business  or  carrying  out  the  challenged  tax 
event  is  unreal  or  a  sham  may  sustain  or  disre- 
gard the  effect  of  the  fiction  as  best  serves  the 
purpose  of  the  tax  statute.  To  hold  otherwise 
would  permit  the  schemes  of  taxpayers  to  super- 
sede legislation  in  the  determination  of  the  time 
and  manner  of  taxation.  It  is  the  command  of  in- 
come and  its  benefits  which  marks  the  real  owner 
of  property." 

This  Court — Court  of  Appeals  for  the  Ninth  Circuit, 
in  its  decision  in  the  case  of  Laughton  vs.  Commis- 
sioner (1940)  113  F(2d)  103,  recognized  that  the  Su- 
preme Court's  opinion  in  the  Higgins  vs.  Smith  case 
was  so  composed  that  it  is  impossible  to  interpret  any 
single  expression  in  the  opinion  without  reference  to 
the  whole  context.  In  the  Laughton  case,  Mr.  Laugh- 
ton,  an  actor,  was  employed  under  contract  by  a  Brit- 
ish Corporation,  all  of  whose  stock  he  owned.  This 
Company  "loaned"  him  to  American  producers  at  a 
compensation  in  excess  of  what  the  corporation  paid 
him  and  the  Government  attempted  to  ignore  the  cor- 
porate entity  and  tax  the  entire  compensation  to  Mr. 
Laughton.  This  appellate  Court  sustained  the  Board 
of  Tax  Appeals  in  holding  that  the  corporate  entity 
could  not  be  ignored.  After  a  careful  analysis  of  the 
Supreme  Court's  decision  in  Higgins  vs.  Smith,  the 
Court  concluded: 

"It  is  arguable  that  the  Higgins  decision  means 
that  no  matter  what  the  particular  'tax  event' 
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may  be,  if  it  be  more  profitable  to  the  tax  col- 
lector to  disregard  the  intervening  corporate  en- 
tity this  must  be  done.  However,  it  seems  to  us 
that  if  this  were  the  intent  of  the  court  it  would 
have  said  so  and  not  spread  its  consideration  of 
the  cases  over  .many  pages  of  the  opinion  with 
such  qualifying  language  as  is  quoted  above. 

We  take  the  opinion  to  mean  that  the  'tax 
event'  is  not  an  unreal  attempt  to  use  a  corpora- 
tion for  a  sham  transaction,  procuring  an  advan- 
tageous tax  consequence  to  the  taxpayer,  if  it  may 
be  considered  as  one  primarily  for  an  independent 
business  purpose  and  not  a  transfer  of  assets 
(here  Laughton's  services),  with  a  retention  of 
their  control,  solely  to  reduce  tax  liability." 

And  in  the  case  of  Samson  Tire  &  Rubber  Co.  vs.  Bie- 
gan  (1943)  13b  F(2d)  345,  347,  this  Court  stated: 
"It  is  true  that,  for  tax  purposes,  a  transaction 
which  is  unreal  or  sham  may  be  disregarded. 
Higgins  vs.  Smith.  But  a  real  transaction,  having 
an  independent  business  purpose,  may  not  be  dis- 
regarded, though  designed  to  procure  'an  ad- 
vantageous tax  consequence'  ".  Com.  vs.  Laugh- 
ton,  supra  (113  F(2d)   104). 

This  Court's  interpretation  of  the  Higgins  vs.  Smith 
case  has  support  in  the  reference  which  the  Supreme 
Court  made  to  its  Higgins  vs.  Smith  decision  the  first 
time  it  referred  to  it,  which  was  in  the  case  of  Mo- 
line  Properties,  Inc.,  319  U.  S.  439. 

In  Moline  Properties  Inc.  vs.  Commissioner,  (1943) 
319  U.  S.  439,  there  was  a  question  as  to  whether 
certain  profits  made  by  the  Corporation  with  a  limited 
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business,  should  be  taxed  to  the  corporation  as  claimed 

by  the  Government,  or  to  the  sole  stockholder.  After 

emphasizing    the    rule    that    the    corporate    identity 

should  not  be  ignored  or  disregarded,  the  Court  stated : 

"In  general,  in  matters  relating  to  the  revenue, 

the  corporate  form  may  be   disregarded  where 

it  is  a  sham  or  unreal.    In  such  situations  the 

form  is  a  bald  and  mischievous  fiction.    Higgins 

vs.  Smith  *  *  *,  Gregory  vs.  Helvering  *  *  *". 

The   Court  held  the  income  properly  taxed   against 
the  Corporation. 

There  are  a  great  many  cases  in  which  Gregory  vs. 
Helvering  and  Higgins  vs.  Smith  have  been  followed 
or  distinguished.  In  every  case  in  which  the  decisions 
have  been  followed  there  existed  the  element  of  tax 
avoidance  as  the  inducement  for  the  questioned  trans- 
action. We  have  not  been  able  to  find  a  single  case 
in  which  a  transaction  entered  into  for  a  purpose  en- 
tirely foreign  to  tax  considerations  ivas  ignored. 

In  Commissioner  vs.  Capento  Securities  Co.,  (O.C. 
A.-1-1944)  140  F(2d)  382,  the  Court  held  that  Greg- 
ory vs.  Helvering  was  not  applicable,  concluding,  "in 
the  case  at  bar  the  reorganization  was  not  resorted  to 
in  order  to  evade  an  impending  tax  liability."  In 
Electrical  Securities  Corp.  vs.  Commissioner:,  (CCA. 
-2-1937),  92  F(2d)  593,  Judge  L.  Hand  indicated  that 
it  was  his  view  of  Gregory  vs.  Helvering,  that  a  trans- 
action was  a  "sham"  if  its  only  purpose  was  to  avoid 
a  tax  and  the  medium  used  to  achieve  such  a  result 
had  no  other  business  purpose.  In  Richard  11.  Sur- 
vaunt,  5  T.C   665,  AiFd.   CCA.-8-1947,   162   F(2d) 
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753,  a  reorganization  was  not  disturbed  even  though 
the  stockholders  had  a  personal — as  opposed  to  a  cor- 
porate— reason  for  the  arrangement.  Similarly,  a  re- 
organization for  the  convenience  of  stockholders  was 
upheld  in  Souther,  (1939)  39  B.T.A.  197,  214-216.  In 
Commissioner  vs.  Kolb,  (1938)  100  P(2d)  920,  this 
Court  found  that  reasons,  both  for  the  convenience 
of  the  corporation  and  of  the  preferred  and  common 
stockholders,  were  sufficient  to  uphold  the  reorganiza- 
tion. These  are  some  examples  of  situations  in  which 
the  Courts  have  refused  to  disregard  transactions 
which  were  not  entered  into  solely  for  tax  considera- 
tions. 

The  foregoing  analysis  of  the  authorities  shows  con- 
clusively that  The  Tax  Court  was  wrong  in  this  case  in 
concluding  that  the  doctrine  of  the  Gregory  vs.  Hel- 
vering  and  Higgins  vs.  Smith  cases  requires  a  disre- 
gard of  the  sales  of  property  by  the  Bank  to  Capital 
Company  and  the  sales  by  Capital  Company  to  Mer- 
chants. The  transactions  were  consummated  legally 
and  effectively,  they  were  made  for  a  definite  purpose 
not  related  to  taxes,  and  they  were  not  made  to  avoid 
tax  liability.  Under  these  circumstances  the  Gregory 
vs.  Helvering  and  the  Higgins  vs.  Smith  cases  cannot 
apply.  Since  these  decisions  and  the  principles  applied 
therein  do  not  apply,  the  sales  to  Capital  Company 
must  be  regarded  and  accepted  as  bona  fide,  and  they 
cannot  be  classified  as  mere  sham. 

The  establishment  of  the  sales  as  bona  fide  elimi- 
nates one  of  the  grounds  on  which  The  Tax  Court 

based  its  refusal  to  recognize  the  sales,  but  it  does 


not  necessarily  require  the  allowance  of  a  loss  result- 
ing therefrom.  If  the  sales  were  not  closed  and  com- 
pleted transactions,  which  is  another  ground  on  which 
The  Tax  Court  based  its  refusal  to  recognize  the  sale, 
no  loss  can  be  recognized.  The  question  of  whether 
these  sales  qualify  as  closed  and  completed  transac- 
tions is  something  different  from  the  question  of 
whether  the  sales  were  bona  fide  and  real.  This  ques- 
tion will  now  be  answered  to  show  that  the  sales  were 
closed  and  completed  transactions,  and  qualify  as 
transactions  from  which  gain  or  loss  must  be  recog- 
nized for  tax  purposes. 

(d)  The  Sales  to  Capital  Company  Were  Closed  and  Completed 
Transactions  and  Gain  or  Loss  Realized  Therefrom  Must  Be 
Recognized  for  Tax  Purposes.  The  Tax  Court  Was  Wrong  in 
Concluding  That  They  Could  Not  Be  Recognized  as  Closed 
Transactions  and  That  Capital  Company  Was  a  Mere  Con- 
duit for  a  Transfer  of  the  Property  to  Merchants. 

The  Tax  Court  concluded  that  Capital  Company 
"was  merely  a  conduit  for  the  passage  of  title  to  the 
eight  bank  properties  from  petitioner  to  Merchants". 
(R.  138.)  The  Court  also  stated  that,  "Capital  was 
obligated  to  deliver  deeds  to  the  eight  branch  banks 
back  to  petitioner  or  Merchants,  and  the  parties  never 
intended,  under  any  circumstances,  that  Capital  should 
retain  title  to  any  of  the  eight  properties.''  (R.  138.) 
This  conclusion,  if  it  is  intended  to  be  taken  literally 
as  it  would  have  to  be  interpreted  if  it  is  to  be  suffi- 
cient to  sustain  the  Court's  decision  that  the  sale  to 
Capital  Company  must  be  disregarded,  is  contrary  to 
the  facts  as  stipulated.  Again,  a  careful  analysis  of 
the  facts  is  important. 
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Enough  has  already  been  said  about  the  facts  to 
establish  that  the  sales  from  the  Bank  to  Capital 
Company  were  made  to  settle  the  controversy  with 
the  Comptroller  of  the  Currency  in  a  manner  con- 
sistent with  the  position  which  the  Bank  had  main- 
tained throughout  the  controversy.  The  Bank's  posi- 
tion was  that  it  had  the  right  to  carry  its  banking 
premises  on  its  books  at  cost  less  ordinary  deprecia- 
tion and  that  the  Comptroller  had  no  authority  to 
require  a  write-down.  (Stip.  Paragraph  4,  R.  34.) 
When  the  proffered  settlement  required  a  charge-off 
how  could  the  Bank  effect  the  charge-off  without  mak- 
ing it  a  straight  write-down  and  thus  being  put  into 
a  position  of  having  established  a  precedent  for  pos- 
sible similar  action  on  the  part  of  the  Comptroller 
in  the  future  1  That  was  the  question  which  the  Bank 
officers  asked  of  their  counsel.  (Ex.  14-N,  R.  91.)  The 
counsel's  memorandum  reflects  quite  clearly,  the  line 
of  thinking  on  the  part  of  the  Bank  officials  during 
the  conference  with  the  Bank's  counsel.  The  memo- 
randum shows  that  in  response  to  their  question  he 
''advised  them  that  the}'  could  probably  arrange  to 
purchase  and  sell  properties  between  the  Bank  and 
Merchants  National  Realty  Corporation,  so  that  the 
purchase  price  of  the  respective  properties  would  be 
a  figure  satisfactory  to  the  Committee  and  in  accord- 
ance with  the  agreement."  (Ex.  14-N,  R.  82.)  The 
response  to  this  answer  is  very  significant  since  it 
shows  that  the  Bank  officials  were  of  the  opinion  that 
such  a  transaction  did  not  result  in  a  sufficient  divest- 
ing of  control  of  the  properties  by  the  Bank  to  sup- 
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port  a  claim  that  a  real  sale  had  been  made  and  a 
new  cost  established.  The  memorandum  explains  this 
response  as  follows : 

"The  Bank  officers  felt  that  since  it  was  a 
transaction  between  the  parent  and  a  wholly 
owned  affiliate,  the  purchase  and  sales  transaction 
might  be  ignored  and  the  transaction  considered 
a  write-down  which  would  establish  a  precedent 
whereby  the  Bank  might  be  compelled  to  continue 
the  practice  of  arbitrarily  writing  down  its  bank- 
ing premises.  The  Bank,  of  course,  did  not  wish 
to  establish  a  precedent  or  to  be  in  a  position 
where  it  could  ever  be  faced  with  the  contention 
that  it  had  previously  recognized  the  legality  of 
any  requirement  by  the  Comptroller  of  the  Cur- 
rency that  banking  premises  should  be  arbitrarily 
written  down."  (Ex.  14-N,  R.  92.) 

The  objection  of  the  Bank's  officers  led  to  an  obvious 
suggestion — sell  to  some  outside  interest!  So,  the 
Counsel's  memorandum  continues: 

"I  then  suggested  that  if  the  Bank  and  Mer- 
chants National  Realty  Corporation  should  be 
willing  to  assume  the  risks  which  might  result 
where  property  is  removed  from  their  hands  even 
for  a  short  period  of  time,  they  might  arrange 
with  some  other  company,  such  as  Capital  Com- 
pany, to  purchase  the  property  from  one  and 
then  sell  to  the  other."  (Ex.  14-N,  R.  92.) 

The  Bank  officers  agreed  to  follow  this  program  and 
asked  the  Bank's  Counsel,  "that  I  should  instruct 
them  as  to  the  method  of  carrying  out  these  trans- 
actions for  the  purposes  indicated  *  *  V  (Ex.  14-N, 
R.  94.) 
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There  can  be  no  doubt  that  the  Bank  wanted  to 
make  a  sale  of  property  in  such  manner  that  it  would 
be  completely  divested  of  ownership  and  control  for 
a  period  of  time.  It  was  only  through  such  a  trans- 
action that  the  Bank  could  make  a  charge-off  of  a  loss 
as  a  loss  from  sale  rather  than  as  a  straight  write- 
down of  book  costs. 

After  this  conference  with  the  Bank's  Counsel,  an 
officer  of  the  Bank  entered  into  negotiations  with  the 
President  of  Capital  Company.  The  Bank's  position 
was  fully  explained  and  an  agreement  was  reached 
as  explained  in  paragraph  5(c)  of  the  Stipulation 
(R.  35-36),  in  effect  as  follows: 

(1)  That  the  Bank  or  Merchants  would  sell  par- 
ticular properties  to  Capital  Company  for  cash  for  a 
price  equal  to  the  appraised  value  of  the  respective 
properties. 

(2)  "That  the  Bank  intended  to  and  would"  re- 
purchase, the  properties  within  thirty  days  or  so  after 
their  sale  to  Capital  Company,  and  "Capital  Com- 
pany agreed"  to  resell  the  properties  to  the  Bank  or 
Merchants  for  cash  for  the  same  amount  it  had  paid 
for  the  properties  plus  acquisition  costs,  "at  any  time 
upon  request  of  the  Bank." 

(3)  "That  there  would  not  be  any  written  agree- 
ment between  the  Bank,  Merchants  and  Capital  Com- 
pany," concerning  the  resale  of  the  property. 

(4)  That  while  Capital  Company  owned  the  prop- 
erty, "the  Bank  would  pay  to  Capital  Company  as 
rental  amounts  equal  to  6%  per  annum  net  upon  the 
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amounts  paid  by   Capital   Company''   for  the  prop- 
erties. 

It  was  stipulated  that  the  transactions  "were  ef- 
fected pursuant  to  and  in  accordance  with  this  agree- 
ment,'' (R.  36)  and  it  was  further  stipulated  in  para- 
graph 6  of  the  stipulation  (R.  37),  "in  carrying  out 
the  aforesaid  transactions,  all  formalities  in  connection 
therewith,  such  as  the  execution  and  recording  of 
deeds,  the  affixing  of  documentary  stamp  taxes,  the 
transfer  of  fire  insurance,  and  the  recording  of  the 
transactions  on  the  books  of  all  companies  as  pur- 
chases and  sales  of  property  were  complied  with. 
When  the  properties  were  deeded  to  Capital  Company, 
the  outstanding  fire  insurance  policies  covering  the 
respective  properties  were  amended  by  rider  to  pro- 
vide that  any  loss  payable  thereunder  should  be  paid 
to  Capital  Company;  and  when  Capital  Company 
deeded  the  properties  to  the  Bank  or  to  Merchants 
the  policies  were  again  amended  by  rider  to  provide 
that  any  loss  payable  thereunder  should  be  paid  to 
the  Bank  or  to  Merchants  respectively."  Upon  the 
sale  to  Capital  Company,  "the  Bank  and  Capital 
Company  executed"  a  comprehensive  lease  agreement 
(Ex.  10-J,  R.  81)  ''with  respect  to  each  property, 
and  the  rentals  received  under  said  lease  agreements 
were  reported  by  Capital  Company  as  rental  income 
on  its  income  tax  return,  and  by  the  Bank  as  rental 
expense  on  its  tax  return."  (R.  38.) 

The  transfer  of  property  for  a  monetary  considera- 
tion is  a  sale.  The  above  statement  of  facts  taken  from 
the  stipulation  leaves  no  room  for  any  other  con- 
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struction  than  that  the  Bank  sold  properties  to  Capital 
Company,  transferring-  all  title  and  control  to  Capital 
Company  for  a  cash  consideration  amounting  to  $2,- 
853,000.  (Ex.  8-H,  R.  79.)  This  is  not  a  case  of  a 
"temporary  compliance  with  statutory  literalness" 
for  the  purpose  of  obtaining  a  tax  advantage,  con- 
demned by  Gregory  vs.  Helvering  {John  Kelley  Co., 
Supra,  326  U.  S.  521).  It  is  a  case  of  a  careful,  de- 
liberate and  literal  compliance  with  statutory  re- 
quirements involving  a  sale  of  property  from  a  seller 
to  a  buyer,  to  protect  the  buyer  from  any  defect  in 
the  transaction  which  might  jeopardize  an  investment 
of  over  $2,800,000  in  the  property.  This  was  a  real 
transaction,  not  a  sham. 

The  agreement  between  the  Bank  and  Capital  Com- 
pany not  to  reduce  to  writing  the  understanding  as 
to  the  resale  of  the  property,  was  deliberate  and  not 
without  purpose.  As  hereinbefore  pointed  out  in  the 
discussion  of  the  Counsel's  memorandum  (Ex.  14-N, 
R.  91),  supra,  p.  23,  the  Bank  officials  were  cog- 
nizant of  the  fact  that  to  do  what  they  wanted  to  do, 
to  have  the  effect  they  wanted  it  to  have,  they  would 
have  to  negotiate  a  sale  which  could  have  no  legal 
detriment,  a  sale  which  would  completely  and  effec- 
tively divest  the  Bank  of  title  and  control  of  the  prop- 
erty, and  it  is  stipulated  that  this  was  explained  to 
Mr.  Woodruff,  President  of  Capital  Company  when 
the  sales  were  negotiated.  Although  the  Bank  repre- 
sented that  it  intended  to  and  would  repurchase  the 
property  and  Capital  Company  agreed  that  it  would 
resell  at  any  time  the  Bank  offered  to  repurchase,  both 
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parties  deliberately  agreed  not  to  reduce  this  to  writ- 
ing which  is  a  specific  agreement  that  the  repurchase 
agreement  was  not  to  have  legal  effect.1 

This  was  not  a  "meaningless  and  unnecessary  in- 
cident" of  the  transaction  of  the  type  condemned  in 
the  Minnesota  Tea  Company  case,  Supra  (302  U.S. 


Sections  1971  and  1973  of  the  California  Code  of  Civil  Pro- 
cedure : 

"'1971.  Transfer  of  real  property  to  be  in  writing.  No  estate  or 
interest  in  real  property,  other  than  for  leases  for  a  term  not  ex- 
ceeding one  year,  nor  any  trust  or  power  over  or  concerning  it,  or 
in  any  manner  relating  thereto  can  be  created,  granted,  assigned, 
surrendered,  or  declared,  otherwise  than  by  operation  of  law,  or  a 
conveyance  or  other  instrument  in  writing,  subscribed  by  the  party 
creating,  granting,  assigning,  surrendering,  or  declaring  the  same, 
or  by  its  lawful  agent  thereunto  authorized  by  writing. 
1973.  (What  agreements  must  be  in  writing.)  In  the  following 
cases  the  agreement  is  invalid,  unless  the  same  or  some  note  or 
memorandum  thereof  be  in  writing,  and  subscribed  by  the  party 
charged,  or  by  his  agent.  Evidence,  therefore,  of  the  agreement, 
cannot  be  received  without  the  writing  or  secondary  evidence  of 
its  contents: 

1.  An  agreement  that  by  its  terms  is  not  to  be  performed  within 
a  year  from  the  making  thereof ; 

2.  A  special  promise  to  answer  for  the  debt,  default,  or  miscar- 
riage of  another,  except  in  the  cases  provided  for  in  section  2794 
of  the  Civil  Code; 

3.  An  agreement  made  upon  consideration  of  marriage  other 
than  a  mutual  promise  to  marry; 

4.  An  agreement  for  the  leasing  for  a  longer  period  than  one 
year,  or  for  the  sale  of  real  property,  or  of  an  interest  therein ;  and 
such  agreement,  if  made  by  an  agent  of  the  party  sought  to  be 
charged  is  invalid,  unless  the  authority  of  the  agent  is  in  writing, 
subscribed  by  the  party  sought  to  be  charged ; 

5.  An  agreement  authorizing  or  employing  an  agent  or  broker 
to  purchase  or  sell  real  estate  for  compensation  or  a  commission ; 

6.  An  agreement  which  by  its  terms  is  not  to  be  performed  dur- 
ing the  lifetime  of  the  promisor,  or  an  agreement  to  devise  or  be- 
queath any  property,  or  to  make  any  provision  for  any  person  by 
will ; 

7.  An  agreement  by  a  purchaser  of  real  property  to  pay  an  in- 
debtedness secured  by  a  mortgage  or  deed  of  trust  upon  the  prop- 
erty purchased,  unless  assumption  of  said  indebtedness  by  the  pur- 
chaser is  specifically  provided  for  in  the  conveyance  of  such 
property." 
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609).  It  was  a  necessary  incident  to  accomplish  what 
both  parties  intended,  namely,  that  the  sale  from  the 
Bank  to  Capital  Company  was  to  be  a  completed 
transaction  effecting  a  transfer  of  complete  title,  con- 
trol and  domination  of  the  property  from  the  Bank  to 
Capital  Company.  It  was  only  by  such  a  transaction 
that  the  Bank  could  accomplish  its  objective  with  re- 
spect to  the  settlement  of  the  controversy  with  the 
Comptroller,  and  Capital  Company  was  aware  of  that 
fact. 

It  was  because  the  parties  were  so  very  careful 
to  accomplish  such  a  transfer,  that  Capital  Company 
had  to  be  so  careful  that  its  position  as  owner  of  the 
property  with  an  investment  therein  of  over  $2,800,000 
was  protected  during  the  period  it  owned  the  prop- 
erty. During  this  period  it  had  all  the  benefits,  bur- 
dens and  risks  of  ownership  of  the  property.  Had 
there  been  a  disaster  during  this  period,  any  loss  not 
covered  by  insurance  would  have  fallen  upon  Capital 
Company.  It  received  the  rental  income  from  the 
property  and  reported  it  as  such  on  its  income  tax 
returns.  The  Government  has  not  questioned  these 
rentals  so  to  that  extent  at  least  it  has  recognized 
that  Capital  Company  had  control  and  ownership  of 
the  property  while  it  had,  title  to  the  property. 

This  Court  stated  in  the  case  of  Basmussen  vs. 
Eddy's  Steam  Bakery  (1932)  57  F  (2d)  27  (cert, 
denied),  ''The  question  of  title  and  income  are  in- 
extricably interwoven.  It  characterizes  the  possession 
of  the  property  and  determines  the  ownership  of  the 
income  thereof."    Under  this  principle  the  taxing  of 
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the  income  to  Capital  Company  characterizes  it  as 
the  owner  of  the  property.  The  recognition  of  Capital 
Company  as  the  owner  of  the  property  must  neces- 
sarily require  recognition  of  the  transaction  by  which 
it  became  the  owner. 

The  above  recital  of  the  facts  shows  conclusively 
that  there  is  no  factual  support  whatever  for  the 
conclusion  that  Capital  Company  was,  and  was  in- 
tended to  be,  a  mere  conduit  for  transmittal  of  the 
property  from  Bank  to  Merchants,  or  for  the  further 
conclusion  that  the  Bank  did  not  transfer,  and  never 
intended  to  transfer,  complete  title,  dominion  and 
control  of  the  property  to  Capital  Company.  The 
facts  establish  that  the  parties  intended  that  the  sale 
should  be  a  closed  and  completed  transaction;  they 
intended  that  the  Bank  should  be  divested  of  all  title, 
dominion  and  control  of  the  property  immediately 
upon  the  sale  to  Capital  Company ;  they  intended  that 
Capital  Company  should  have  exclusive  title,  domin- 
ion and  control  and  all  benefits  and  burdens  of  own- 
ership while  it  was  the  owner  of  the  property  and 
until  such  time  as  it  might  resell  the  property  to  the 
Bank;  and  the  actual  mode  of  transfer  and  the  for- 
malities which  were  followed,  carried  out  the  inten- 
tions of  the  parties. 

The  Tax  Court  seemed  to  think  that  the  repurchase 
arrangement,  with  the  subsequent  repurchase,  justi- 
fied a  conclusion  that  the  sale  to  Capital  Company 
could  be  considered  merely  a  step  in  the  consumma- 
tion of  a  single  transaction — a  transfer  to  Merchants 
— and  on  the  principle  that  the  separate  stops  of  an 
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integral  transaction  must  be  construed  taxwise  by 
the  results  accomplished  upon  the  consummation  of 
the  entire  transaction,  the  sale  to  Capital  Company 
could  be  disregarded.  As  will  immediately  hereinafter 
be  shown  this  principle  never  applies  where  the  par- 
ties intended  the  separate  steps  as  separate  and.  dis- 
tinct transactions,  unless  the  real  intent  and  the  sole 
purpose  of  the  transaction  was  tax  avoidance. 

(e)  The  Sales  to  Capital  Company  and  From  Capital  Company 
to  Merchants  Were  Separate  and  Distinct  Transactions  and 
in  the  Absence  of  Any  Intention  to  Avoid  Tax,  They  Can- 
not Be  Treated  as  a  Single  Transaction  Involving-  a  Sale 
From  the  Bank  to  Merchants,  and  the  Sale  to  Capital  Com- 
pany Cannot  Be  Disregarded. 

The  mere  fact  that  Merchants  purchased  the  prop- 
erties after  Capital  Company  had  owned  them  for  30 
days  or  so  cannot  vitiate  the  original  sale.  Prior  to 
the  enactment  of  Sections  23  (j)  and  118  of  the  In- 
ternal Revenue  Code  taxpayers  could  almost  simul- 
taneously sell  and  repurchase  securities  and  deduct 
the  loss  resulting  from  the  sale.  {Pennsylvania  Co.  for 
Insurance  vs.  Commissioner  (1925)  2  BTA  48.)  Al- 
though Sections  23  (j)  and  118  provide  for  the  dis- 
allowance of  the  loss  from  such  a  sale  they  do  not 
relieve  the  taxpayer  from  tax  on  any  gain  resulting 
from  such  a  sale.  Furthermore,  the  Sections  apply 
only  to  wash  sales  occurring  within  a  thirty-day  pe- 
riod. If  a  taxpayer  sells  stock  at  a  loss  with  a  de- 
liberate intent  of  repurchasing  the  stock  on  the  31st 
day  after  the  sale  regardless  of  price,  he  may  deduct 
the  loss. 
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There  is  nothing;  in  the  statutes  which  requires  a 
taxpayer  to  hold  real  estate  any  particular  length  of 
time  as  a  condition  to  the  deductibility  of  any  loss 
from  the  sale  of  the  property  (excepting  as  recogni- 
tion of  loss  is  affected  by  the  capital  gains  and  losses 
sections  not  involved  in  this  proceeding). 

In  the  case  of  U.  S.  vs.  Cumberland  Public  Service 
Company  (1950)  70  Sup.  Ct.  280,  shareholders  of 
a  corporation  sold  property  immediately  after  re- 
ceiving it  as  a  liquidating  dividend  for  the  specific 
purpose  of  selling  it,  and  the  Supreme  Court  refused 
to  disregard  the  transaction  as  a  sale  by  the  share- 
holders, and  the  Court  refused  to  construe  the  trans- 
action as  a  sale  by  the  Corporation  which  had  made 
the  distribution,  and  therefore  refused  to  apply  the 
principle  that  the  separate  steps  could  be  ignored 
and  the  transaction  considered  as  a  sale  by  the  Cor- 
poration and  a  distribution  of  the  proceeds  to  the 
stockholders  as  a  liquidating  distribution.  There  is 
an  accepted  doctrine  that  where  several  steps  must  be 
taken  to  accomplish  a  certain  objective  and  the  sepa- 
rate steps  are  not  intended  to  be  independent  but  are 
intended  only  as  a  means  for  accomplishing  the  ob- 
jective, the  separate  steps  may  be  ignored  and  the 
transaction  may  be  viewed  as  a  single  transaction 
from  the  position  of  the  taxpayer  at  the  start  to  the 
position  of  the  taxpayer  after  the  accomplishment 
of  the  objective.  This  doctrine  seems  to  be  limited 
quite  generally  to  reorganization  transactions  where 
several  steps  are  usually  necessary  to  complete  the 
reorganization.    It  is  also  applied,  however,  to  cases 
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where  a  single  step  is  deliberately  separated  to  avoid 
a  tax.  It  is  never  applied  to  permit  a  closed  transac- 
tion to  be  ignored  merely  because  it  is  followed  by 
another  completed  transaction  involving  the  same 
subject  matter,  regardless  of  how  closely  the  one 
might  follow  the  other  in  formality  or  point  of  time. 
We  have  been  unable  to  find  a  single  case  where  sep- 
arate transactions  were  treated  as  one  where  the 
parties  intended  the  transactions  to  be  separate  and 
where  the  purpose  of  the  transactions  did  not  in- 
volve tax  avoidance. 

In  the  case  of  J.  D.  Bigger  (1930)  19  BTA  797,  a 
taxpayer  contributed  $1200  to  a  syndicate  under  a 
plan  whereby  the  syndicate  was  to  acquire  certain 
oil  leases  and  transfer  them  to  an  operating  corpora- 
tion for  stock.  This  was  accomplished  within  a  period 
of  a  few  months.  The  Court  described  the  issue — "If 
the  Board  considers  this  transaction  as  a  continuing 
one  and  in  effect  a  purchase  by  the  petitioner  of 
shares  of  stock  in  the  Emerald  Petroleum  Co. 
through  the  medium  of  the  syndicate  to  which  cash 
was  advanced  prior  to  the  organization  of  the  cor- 
poration, but  in  pursuance  to  the  general  plan  of  its 
formation,  then  the  petitioner  realized  no  profit.  If, 
on  the  other  hand,  the  Board  agrees  with  the  con- 
tention of  the  Commissioner  that  the  purchase  by  the 
petitioner  of  an  interest  in  the  syndicate1  constituted 
a  closed  transaction  from  which  profit  was  realized 
when  an  exchange  of  such  interest  for  stock  was  ef- 
fected and  that  said  stock  had  a  market  value  of  $20 
per  share,  the  taxpayer   realized  ;i    profit  of  $2,480." 
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In  its  opinion,  the  Board  of  Tax  Appeals  analyzed 
the  applicable  legal  principle  as  follows: 

"  So-called  continuing  transactions,  involving 
separate  and  distinguishable  steps  in  a  general 
plan,  have  been  considered  by  us  in  cases  result- 
ing from  the  merging  or  reorganizing  of  corpora- 
tion. In  the  case  of  William  H.  Mulling,  14 
B.T.A.  426,  we  said: 

*  *  *  The  fact  that  these  several  transactions 
together  comprised  a  single  plan  of  reorgani- 
zation does  not  render  them  any  the  less  sepa- 
rate and  distinct  undertakings.  The  nature  of 
each  transaction  is  determinable  from  the  facts 
relating  to  it,  and  is  not  changed  because  of  its 
association  with  other  transactions  in  a  larger 
and  more  comprehensive  plan.' 

The  petitioner's  contribution  of  $1,200  to  the 
syndicate,  by  which  he  acquired  a  direct  interest 
in  the  oil  leases,  was  a  distinct  step  in  the  general 
plan,  and,  even  though  in  contemplation  of  the 
ultimate  receipt  of  shares  of  stock  in  the  operat- 
ing company,  constituted  a  closed  transaction  at 
least  for  tax  purposes.  Edward  A.  Langeribach, 
2  B.T.A.  777;  B.  F.  Saul,  4  B.T.A.  639;  William 
H.  Mullins,  supra,  cf.  A.  J.  Siegel,  4  B.T.A.  186; 
affd.,  25  Fed.  (2d)  1022;  J.  A.  Stale  ij,  9  B.T.A. 
932;  T.  B.  Noble,  12  B.T.A.  1419;  affd.,  5th  Cir., 
C.C.A.,  Oct,  21,  1929. 

We  accordingly  hold  that  the  purchase  by  the 
petitioner  of  an  interest  in  the  syndicate  and  the 
subsequent  exchange  of  that  interest  for  shares 
of  stock  in  the  corporation  resulted  in  taxable 
gain  as  found  by  the  respondent.  E.  C.  Huffman, 
1  B.T.A.  52 ;  V.  J.  Bulleit,  3  B.T.A.  631 ;  Napoleon 
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B.  Burge,  4  B.T.A.  732;  Douglas  F.  Fesler,  13 
B.T.A.  1356;  38  Fed.  (2d)  155;  R.  V.  Board,  14 
B.T.A.  374;  Edward  H.  Mount,  16  B.T.A.  847; 
Cullinan  v.  Walker,  262  U.  S.  134." 

In  Chandler  Shipbuilding  Co.  vs.  Commissioner, 
(1931)  22  B.T.A.  5,  a  partnership  wanted  to  exchange 
assets  for  stock  of  a  newly  organized  corporation,  but 
in  order  to  meet  the  requirements  of  the  Corporation 
Commissioner  the  partnership  bought  the  stock  for 
cash  and  the  corporation  immediately  used  the  cash 
to  buy  the  assets.  In  holding  that  the  transaction  was 
not  an  exchange  of  assets  for  stock  but  was  a  purchase 
of  stock  for  cash  entitling  the  company  to  use  the 
amount  paid  as  part  of  its  invested  capital,  the  Board 
stated : 

"It  was  the  incorporator's  direct  purpose  not  to 
exchange  shares  for  assets,  because  such  a  method 
would  have  required  several  months  for  an  official 
valuation,  and  it  was  this  delay  which  petitioner 
sought  to  and  did  avoid  *  *  *  Under  such  circum- 
stances it  cannot  be  held  that  the  method  of  or- 
ganization chosen  involved  vain  steps  to  which 
substantive  effect  should  now  be  denied,  when 
such  method  was  deliberately  and  openly  adopted 
for  substantial  reasons  at  the  time."  (Italics 
ours.) 

In  commenting  upon  this  case  later  the  Board  said: 
"It  is  only  in  those  instances  where  the  evidence 
warrants  the  conclusion  that  the  steps  taken  or 
acts  done  were  never  intended  to  be  of  substan- 
tive effect  that  disregard  of  form  is  justified. 
Ralph  F.  Chandler  Shipbuilding  Co.,  22  B.T.A. 
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5."     (Bancitahj    Corporation    (1936)    34   B.T.A. 
494,  506.) 

This  Court  gave  approval  to  this  principle  in  the 
case  of  First  Seattle  Dexter  Hart  on  National  Bank 
vs.  Commissioner  (1935)  77  F.  (2d)  25;  Cf.  U.  S.  vs. 
Santa  Inez  Co.  (1945)  145  F.  (2d)  667. 

The  facts  as  stipulated  show  conclusively  that  the 
sales  to  Capital  Company  were  intended  to  be  of  sub- 
stantive effect — the  very  purpose  and  objective  of  the 
Bank  required  that  the  transaction  be  of  substantive 
effect  and  accomplish  a  complete  divestment  of  title 
and  control  of  the  properties  sold,  and  the  facts  show 
that  the  sales  were  not  made  to  avoid  a  tax,  so  the 
sales  must  be  recognized  as  independent  transactions 
from  which  gain  or  loss  is  determinable  under  appli- 
cable provisions  of  the  income  tax  statutes,  and  the 
sales  cannot  be  ignored  as  a  mere  medium  for  con- 
veyance of  the  property  to  Merchants. 

In  American  Bantam  Car  Co.  (1948),  11  T.  C.  397, 
Aff ?d.  C.C.A.-3-1949, 177  F.  (2d)  513,  three  individuals 
transferred  assets  to  a  corporation  in  June  1936,  at 
the  same  time  agreeing  with  stock  underwriters  that 
upon  their  distribution  of  preferred  stock  of  the  new 
company  they  would  receive  a  certain  part  of  the 
common  stock  issued  to  the  three  individuals.  When 
the  common  stock  was  first  issued  the  three  individu- 
als had  control  so  Section  112(b)(5)  would  be  appli- 
cable and  the  basis  of  the  property  to  the  corporation 
would  be  the  same  as  the  basis  in  the  hands  of  the 
transferor.  (Section  113(a)  (8).)    After  the  preferred 
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stock  was  issued  and  the  underwriters  received  some 
of  the  common  stock,  the  three  individuals  did  not 
have  "control."  The  Tax  Court  explained  the  tax- 
payer's position  as  follows: 

"  Petitioner,  however,  contends  that  the  series 
of  steps  organizing  the  new  corporation,  trans- 
ferring assets  to  it,  and  arranging  for  the  sale 
of  its  preference  stock  must  be  considered  as 
parts  of  the  integrated  plan  formulated  in  May 

1936,  and,  therefore,  considered  as  parts  of  a 
single  transaction.  It  argues  that  this  unified 
transaction  started  on  June  2,  1936,  when  peti- 
tioner was  incorporated,  and  ended  in  October 

1937,  when  the  public  offering  of  the  preferred 
stock  by  the  underwriters  ceased  and  Grant  was 
awarded  87,900  shares  of  common  stock ;  that  the 
transfer  of  common  stock  to  Grant  in  1937  was 
the  final  step  in  an  indivisible  operation  and  must 
be  viewed  concurrently  with  the  preceding  steps. 
On  this  theory  the  associates  did  not  obtain  con- 
trol of  petitioner,  for  on  consummation  of  this 
final  step  in  the  general  plan  the  associates  had 
only  212,100  shares  of  common  stock,  while  Grant 
had  86,900  shares  and  the  public  had  1,008  and 
there  were  83,618  shares  of  outstanding  preferred 
stock  owned  by  the  public.  The  212,100  stock 
votes  held  by  the  associates  in  October  1937  fell 
shy  of  the  required  80  per  cent  to  give  the  requi- 
site control." 

The  Tax  Court  then  gave  a  very  interesting  expla- 
nation of  its  view  as  to  the  test  to  be  applied  in  de- 
termining  whether  a  series  of  transactions  should  be 
considered  a  single  transaction  for  tax  purposes.  It 
said: 
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"In  determining  whether  a  series  of  steps  are 
to  be  treated  as  a  single  indivisible  transaction 
or  should  retain  their  separate  entity,  the  courts 
use  a  variety  of  tests.  Paul,  Select  Studios  in 
Federal  Taxation,  2d  series,  pp.  200-254.  Among 
the  factors  considered  are  the  intent  of  the  par- 
ties, the  time  element,  and  the  pragmatic  test  of 
the  ultimate  result.  An  important  test  is  that  of 
mutual  interdependence.  Were  the  steps  so  inter- 
dependent that  the  legal  relations  created  by  one 
transaction  would  have  been  fruitless  without  a 
completion  of  the  series?" 

In  applying  the  test  the  Court  stated: 

"The  standard  required  by  the  courts  to  enable 
them  to  say  that  a  series  of  steps  are  interde- 
pendent and  thus  should  be  viewed  as  a  single 
transaction  do  not  exist  here.  It  is  true  that  all 
the  steps  may  have  been  contemplated  under  the 
same  general  plan  of  May  1936;  yet  the  contem- 
plated arrangement  for  the  sale  of  preferred 
stock  to  the  public  was  entirely  secondary  and 
supplemental  to  the  principal  goal  of  the  plan — 
to  organize  the  new  corporation  and  exchange  its 
stock  for  the  Austin  assets.  The  understanding 
with  the  underwriters  for  disposing  of  the  pre- 
ferred stock,  however  important,  was  not  a  sine 
qua  non  in  the  general  plan,  without  which  no 
other  step  would  have  been  taken." 

The  Court  then  concluded  that  the  transfer  of  as- 
sets for  stock  was  an  independent  transaction  and 
subject  to  whatever  tax  effect  would  have  to  be  given 
it  under   the   Statute,   that  it  came   within   Section 
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112(b)(5)  and  therefore  the  basis  of  the  assets  was 
the  transferor's  basis  under  Section  113(a)(8). 

The  test  prescribed  by  The  Tax  Court  is  simple 
and  clear  cut.  If  applied  to  the  case  now  under  con- 
sideration there  could  be  no  doubt  that  the  sale  to 
Capital  Company  would  have  to  be  considered  inde- 
pendent of  the  "informal"  option  to  the  Bank  to  re- 
purchase, and  independently  of  the  later  sale  from 
Capital  Company  to  Merchants.  Paraphrasing  the 
language  of  The  Tax  Court  in  the  American  Bantam 
Car  Co.  case,  "The  understanding  with"  Capital  Com- 
pany for  resale  of  the  properties,  "however  impor- 
tant, was  not  a  sina  qua  non  in  the  general  plan, 
without  which  no  other  step  would  have  been  taken." 

The  record  in  this  case  establishes  that  the  primary 
purpose  was  to  make  a  binding  unconditional  sale  of 
the  property  to  Capital  Company  to  accomplish  a 
certain  objective  unrelated  to  taxes.  The  understand- 
ing about  the  resale  of  the  property  by  Capital  Com- 
pany was  purposely  legally  unenforceable;  the  Bank 
could  have  decided  not  to  repurchase  the  property, 
and  Capita]  Company  could  have  sold  to  someone  else, 
and  in  either  case  the  validity  of  the  original  sale  to 
Capital  Company  would  not  have  been  affected.  The 
object  of  the  original  sale  was  to  accomplish  a  result 
which  could  be  accomplished  only  by  that  sale.  The 
later  sale  to  Merchants  was  "entirely  secondary  and 
supplemental  to  the  principal  goal  of  the  plan",  and 
could  contribute  nothing  to  the  accomplishment  of 
that  goal,  so  it  could  not  be  treated  as  a  transaction 
so   interdependent    or    indivisible   with   the    original 
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transaction  as  to  warrant  a  disregard  of  the  original 
sale  as  a  separate  transaction.  Applying  The  Tax 
Court  test,  were  the  steps  so  interdependent  that  the 
legal  relations  created  by  the  original  sale  to  Capital 
Company  would  have  been  quite  fruitless  without  the 
resale  to  the  Bank  or  Merchants?  Absolutely  not! 
Actually,  The  Tax  Court  determination  of  the  trans- 
action as  a  single  transaction  involving  a  sale  from 
the  Bank  to  Merchants  is  in  direct  conflict  with  the 
recognized  test,  because  if  the  transaction  were  one, 
as  so  construed,  it  would  have  been  "fruitless"  and 
useless  for  the  accomplishment  of  the  only  purpose 
for  which  the  transaction  was  effected — the  establish- 
ment of  a  loss  on  the  sale  to  Capital  Company,  to  meet 
the  requirements  of  the  Comptroller.  The  transaction 
as  construed  by  The  Tax  Court  has  no  relationship  to 
the  business  purpose  which  prompted  the  real  trans- 
action. It  is  like  calling  a  cat  a  dog!  The  Bank  made 
a  sale  to  Capital  Company  for  a  particular  business 
purpose.  The  Tax  Court  says  the  Bank  did  not  sell 
to  Capital  Company  but  sold  to  Merchants.  Why 
would  it  sell  to  Merchants  ?  The  record  shows  that  it 
was  especially  conscious  that  it  could  not  fulfill  its 
business  purpose  by  selling  to  Merchants  so  it  delib- 
erately sold  to  Capital  Company  instead.  (Ex.  14N, 
R.  91)  Just  as  the  Court  concluded  in  the  American 
Bantam  Car  case  that  to  ignore  the  issuance  of  the 
300,000  shares  of  stock  to  the  three  individuals  would 
require  an  unsupportable  conclusion  that  title  to  those 
shares  was  suspended  until  the  underwriters  received 
part  of  them,  so  also  it  might  be  said  in  this  case  that 
to  ignore  the  sale  to   Capital  Company  requires  an 
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unsupportable  conclusion  that  title  to  the  property 
was  suspended  until  the  Bank  should  repurchase  the 
property.  The  stipulation  shows  that  Capital  Com- 
pany acquired  and  held  title  and  ownership  of  the 
property  and  realized  income  therefrom  which  it  re- 
ported as  rental  income  on  its  tax  return. 

It  is  one  thing  to  construe  separate  steps  as  a  single 
transaction  where  the  objective  of  the  transaction  is 
to  go  from  the  first  to  the  last  step  to  accomplish  a 
desired  business  purpose;  but  it  is  something  else 
again  to  ignore  the  very  transaction  consummated  to 
effect  the  desired  business  purpose  and  to  construe 
the  transaction  as  one  entirely  different  from  what 
the  parties  intended  and  which  really  has  no  point  or 
purpose,  and  one  which  the  parties  never  would  have 
entered  into  and  deliberately  refrained  from  entering 
into.  Neither  the  test  set  forth  in  the  American 
Bantam  Car  case  nor  any  other  rule  of  construction 
or  of  law  justifies  such  a  conclusion. 

So  far,  it  has  been  established  that  the  sale  to  Capi- 
tal Company  was  a  bona  fide  sale.  It  was  made  for  a 
purpose  unrelated  to  tax  avoidance  and  effectively 
divested  the  Bank  of  all  title  and  control  over  the 
property  sold.  It  was  deliberately  intended  that  such 
divestment  of  title  and  control  should  continue  at  least 
for  a  period  of  time.  It  has  been  established  that 
under  these  circumstances  the  sale  must  be  recognized 
for  tax  purposes,  separate  and  apart  from  the  later 
sale  by  Capital  Company  to  Merchants.  The  only 
point  remaining  of  those  which  The  Tax  Court  dis- 
cussed in  its  refusal  to  recognize  the  sale,  is  whether 
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the  understanding  regarding  the  possible  repurchase 
of  the  property  by  the  Bank  or  Merchants  is  sufficient 
to  warrant  the  conclusion  that  the  sale  to  Capital 
Company  was  not  a  closed  and  completed  transaction. 

(f)  The  Sales  to  Capital  Company  Were  Closed  and  Completed 
Transactions  and  the  Tax  Consequences  of  These  Sales  Could 
Not  Be  Affected  by  the  Later  Sale  of  the  Properties  by  Capi- 
tal Company  to  Merchants.  The  Tax  Court  was  Wrong  in 
Concluding-  That  the  Understanding  About  the  Resale  of  the 
Property  by  Capital  Company  Vitiated  the  Sales  to  Capital 
Company  and  Justified  a  Disregard  of  These  Sales  for  Tax 
Purposes. 

The  Tax  Court  in  concluding  that  the  sale  could  not 
be  recognized  as  a  closed  and  completed  transaction, 
relied  upon  Shoenberg  vs.  Commissioner,  11  F  (2d) 
446  and  similar  cases. 

In  Sydney  Shoenberg  vs.  Commissioner  (CCA-8- 
1935),  77  F  (2d)  446,  cert,  denied,  affg.  30  B.T.A. 
659,  the  taxpayer  gave  instructions  to  a  broker  to  sell 
certain  personally  owned  stocks  and  at  the  same  time 
instructed  the  broker  to  buy  identical  quantities  of 
the  same  stocks  on  behalf  of  a  corporation  of  which 
petitioner  was  president  and  in  complete  control.  At 
the  expiration  of  30  days  the  corporation  transferred 
the  stocks  to  petitioner  in  his  personal  capacity.  The 
basic  premise  of  the  transaction  was  to  avoid  taxes. 
On  the  evidence  the  Board  concluded  that  the  cor- 
poration was  for  all  practical  purposes  an  alter  ego 
of  the  taxpayer,  being  entirely  dominated  by  him;  and 
since  the  whole  transaction  showed  a  persistent  inten- 
tion by  the  taxpayer  to  hold  title  and  dominion  over 
the  stocks  it  did  not  amount  to  a  bona  fide  sale,  citing 
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Sharp  vs.  Commissioner,  38  B.T.A.  166,  174.  The 
Appellate  Court  explained  a  philosophy  of  taxation 
which  requires  that  a  loss  to  be  allowable  as  a  deduc- 
tion, must  be  a  real  loss  sustained  in  a  closed  trans- 
action and  a  loss  from  a  sale  of  property  is  not  real 
if  the  sale  is  made  part  of  a  plan  whereby  the  same 
property  or  substantially  identical  property  is  to  be 
reacquired  and  that  plan  is  carried  out.  In  this  case 
the  Court  concluded,  ''Examining  the  entire  trans- 
action, it  is  clear  that  this  sale  by  the  taxpayer  was 
merely  a  part  of  a  plan  by  which  he  hoped  to  create 
a  deductible  loss  without  any  real  change  in  his  posi- 
tion". Again  the  spectre  of  unsjunpathetic  reaction 
to  a  transaction  having  no  other  purpose  than  tax 
avoidance ! 

In  a  later  decision  in  the  case  of  Helvering  vs. 
Johnson  (19,39)  104  F  (2d)  140,  the  Court  of  Appeals, 
8th  Circuit,  which  had  decided  the  Shoenberg  case, 
allowed  a  deduction  for  a  loss  on  a  sale  by  a  taxpayer 
to  a  corporation  which  he  controlled  and  50%  of 
whose  stock  he  owned.  In  referring  to  Commissioner 
vs.  Dyer  (CCA-2-1935)  74  F  (2d)  685,  Band  vs.  Hel- 
vering (CCA-8-1935)  77  F  (2d)  450,  and  Shoenberg 
vs.  Commissioner,  Supra,  the  Court  described  those 
cases  as  involving  a  situation  ''where  a  pretended  sale 
of  stock  is  made  under  a  plan  which  contemplates  the 
reacquisition  of  the  stock  sold  or  its  equivalent."  The 
Court  pointed  out  that  the  vendee  company  was  not 
organized  for  tax  advantage,  so  the  Court  would  not 
construe  the  sale  as  a  transaction  in  which  the  tax- 
payer retained  control  of  the  property  through  control 
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of  the  corporation,  and  the  Court  would  not  disregard 
the  tax  effects  of  the  sale. 

Where  a  sale  is  actually  made,  and  is  not  merely  a 
"pretended"  sale,  it  must  be  recognized  for  tax  pur- 
poses as  a  sale  even  though  the  purchaser  might  have 
purchased  the  property  as  an  accommodation  to  the 
seller. 

In  J.  Harold  Frantz,  B.T.A.  Memo  Docket  82426, 
Oct.  15,  1938,  a  corporation  "accommodated"  the  tax- 
payer by  purchasing  certain  land  from  him  although 
the  corporation  did  intend  to  use  the  land  for  a  busi- 
ness purpose.  At  the  time  of  the  purchase,  the  cor- 
poration agreed  verbally  with  the  taxpayer  that  he 
could  repurchase  the  land  at  the  same  price,  if  it 
remained  unsold.  A  few  months  after  this  transaction, 
the  taxpayer  reacquired  the  property.  The  Board  held 
that  the  loss  on  the  sale  was  allowable,  and  that  the 
verbal  agreement  for  repurchase  was  an  option  which 
did  not  prevent  the  sale  from  being  a  closed  trans- 
action from  which  a  deductible  loss  was  sustained, 
citing  Helvering  vs.  San  Joaquin  Fruit  &  Investment 
Co.,  297  U.  S.  496. 

In  the  case  of  Bancitaly  Corp.  (1936)  34  B.T.A. 
494,  513  to  516,  the  taxpayer  was  acquiring  a  bank  in 
New  York  and  the  Comptroller  of  the  Currency  re- 
fused to  give  the  Bank  a  permit  to  establish  a  trust 
department  unless  the  taxpayer  holding  company 
disposed  of  all  of  the  stock  of  the  Bank  within  six 
months.  In  an  effort  to  comply  with  this  requirement 
the   taxpayer   holding   company   transferred    150,000 
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shares  of  the  stock  to  National  Bankitaly  Co.,  its 
securities  dealer  affiliate  which  had  a  sales  organiza- 
tion and  other  facilities  for  selling  the  stock  to  the 
public.  The  transfer  was  effected  in  the  form  of  a 
sale  of  the  stock  at  $225.00  per  share  with  the  under- 
standing that  the  parent  company  would  take  back 
any  shares  which  National  Bankitaly  Co.  could  not 
sell.  In  a  few  months  the  market  weakened  and  the 
stock  dropped  in  value  to  $195.00  per  share,  where- 
upon Bancitaly  Corp.  took  back  the  unsold  balance 
of  84,198  shares  giving  credit  of  $225.00  per  share 
therefor  to  National  Bankitaly  Co.  and  Bancitaly 
Corp.  thereafter  distributed  the  remaining  stock  to 
its  stockholders  as  a  dividend  distribution.  The  Gov- 
ernment and  the  Board  of  Tax  Appeals  held  that  the 
transfer  of  the  150,000  shares  involving  a  profit  of 
some  $18,000,000  was  one  completed  transaction  so  the 
entire  profit  was  taxable,  and  the  second  transaction 
was  a  purchase  of  stock  and  a  separate  and  distinct 
transaction,  notwithstanding  the  agreement  between 
the  affiliated  companies  for  a  take-back  of  the  unsold 
shares.  (See  dissenting  opinion  34  B.T.A.  516.)  The 
majority  concluded,  "Though  there  was,  in  a  certain 
sense,  a  relationship  between  the  two  transactions,  it 
was  not  such  a  relation  as  to  make  the  two  transac- 
tions one  in  law  or  to  make  the  original  sale  in- 
complete or  conditional.  See  Jacob  M.  Dickinson,  18 
B.T.A.  790;  Daisy  M.  Ward,  29  B.T.A.  1251". 

Bancitaly  Corp.  was  a  predecessor  of  Transamerica 
Corp.  which  prior  to  1937  owned  all  of  the  stock  of 
the  Bank  of  America,  the  appellant  herein.    The  Tax 
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Court  in  this  proceeding  distinguishes  the  Bancitaly 
Corp.  case  by  the  terse  statement  "as  the  basis  for  the 
holding  that  taxable  income  was  realized,  the  Board 
expressly  found  as  a  fact  that  the  sale  of  150,000 
shares  of  stock  and  the  subsequent  repurchase  of 
84,198  of  the  shares  were  two  separate  and  independ- 
ent transactions  and  that  the  original  purchaser  was 
under  no  obligation  to  resell  any  of  the  shares  to 
petitioner.  In  this  proceeding,  however,  Capital  was 
merely  a  conduit  for  the  passage  of  title  to  the  eight 
bank  properties  from  petitioner  to  Merchants."  (R. 
137-138.)  In  appellant's  viewpoint  this  is  a  distinction 
without  a  difference  and  if,  as  we  think  is  established 
in  this  brief,  the  Tax  Court  has  improperly  construed 
the  facts  in  determining  that  the  sale  to  Capital  Com- 
pany and  the  sale  to  Merchants  were  not  separate 
transactions,  there  is  no  difference  between  the  cases. 

Naturally  the  appellant  does  not  relish  a  rule  of 
construction  which  does  not  work  both  ways.  In  both 
the  Bandtalij  Corp.  case  and  this  case,  transactions 
were  effected  to  meet  requirements  of  the  Comptroller; 
in  both  cases  there  was  no  tax  avoidance  inducement 
or  reason  for  what  was  done;  in  the  Bancitaly  Corp. 
case  there  was  an  agreement  with  an  affiliated  com- 
pany to  take  back  unsold  stock,  whereas  in  this  case 
there  was  an  understanding  with  Capital  Company 
(not  an  affiliated  company)  that  the  property  would 
be  resold  if  the  Bank  wanted  to  repurchase,  but  the 
original  salt'  was  deliberately  intended  to  be  a  closed 
and  completed  transaction;  in  the  Bancitaly  Corp. 
case  there  was  a  very  substantial  pro  ft  which  was 
taxed — actually  an  unrealized  profit  in  the  sense  that 
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the  affiliated  group  ever  reduced  it  to  cash  realiza- 
tion, in  this  case  there  is  a  loss  for  which  no  deduc- 
tion is  being  allowed.  The  instant  case  presents  a  so 
much  stronger  factual  basis  than  the  Bancitaly  Corp. 
case  for  a  conclusion  that  the  original  sale  was  a 
closed  and  completed  transaction,  that  the  Bancitaly 
Corp.  case  must  be  acknowledged  as  an  authority  sup- 
porting the  Appellant's  position  in  this  case  that  the 
agreement  about  a  possible  repurchase  of  the  property 
was  not  sufficient  to  avoid  the  tax  consequences  of  the 
original  sale  as  a  closed  and  completed  transaction  for 
tax  purposes.  Certainly  if  a  profit  had  been  realized 
on  the  sale  to  Capital  Co.  the  profit  would  be  recog- 
nized, and  taxable — the  answer  should  be  the  same  in 
the  case  of  a  loss.  There  was  "retained  control"  of 
the  stock  originally  sold  by  Bancitaly  Corp.  and  yet 
the  Court  did  not  deem  such  retention  of  control  suffi- 
cient to  justify  a  disregard  of  the  sale.  If  the  original 
transaction  is  complete  and  was  not  made  for  the  pur- 
pose of  tax  avoidance  it  cannot  be  ignored.  This  is  the 
rule — it  was  followed  in  the  Bancitaly  Corp.  case  but 
it  was  not  followed  in  this  case,  and  the  Tax  Court 
was  wrong  in  not  following  it. 

It  is  apparent  from  ,a  study  of  the  cases  relating 
to  the  deductibility  of  losses  sustained  from  sales 
of  property,  many  of  which  have  been  analyzed 
above,  that  the  test  of  deductibility  depends  upon  the 
intention  of  parties  to  the  sale  as  to  whether  the 
sale  was  to  be  a  real  bona  fide  sale.  If  the  sole  pur- 
pose of  the  transaction  or  series  of  transactions 
from  which  the  loss  alleged  to  have  been  sustained 
is  to  create  a  tax  loss  and  avoid  tax,  the  sale  trans- 
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action  or  other  transactions  by  which  this  is  accom- 
plished are  considered  to  be  merely  pretended  sales 
or  transactions  and  therefore  unrealistic  or  a  sham. 

If  the  tax  avoidance  scheme  is  absent,  a  transaction 
must  necessarily  be  given  its  effect  according  to  its 
form  because  whatever  the  purpose  might  be,  the  in- 
tent must  necessarily  have  been  that  the  transaction 
in  form  should  be  effected  to  reach  the  intended  ob- 
jective. Where  the  tax  avoidance  scheme  is  absent,  the 
Courts  will  recognize  intent  and  purpose  as  separate 
and  distinct  factors  and  in  such  instances  the  purpose 
will  not  be  applied  to  vitiate  the  intent  with  respect 
to  the  transactions  employed  to  reach  the  desired  pur- 
pose. There  is  no  case  where  a  sale  was  made  for 
a  purpose  other  than  to  accomplish  a  tax  avoidance 
in  which  it  was  held  that  the  sale  was  to  be  disre- 
garded, even  though  there  might  have  been  a  subse- 
quent transaction  no  matter  how  close  in  point  of 
time  to  the  original  sale  transaction  which  was  neces- 
sary to  complete  the  desired  purpose. 

In  this  case  the  purpose  of  tax  avoidance  was  ab- 
sent. The  sale  by  the  Bank  to  Capital  Company  was 
made  for  the  sole  and  exclusive  purpose  of  settling  a 
controversy  with  the  Comptroller  of  the  Currency  in  a 
manner  which  the  Bank  considered  important  to 
avoid  establishing  any  precedent  which  might  later 
be  detrimental  to  it.  The  settlement  of  the  contro- 
versy in  the  manner  described  was  the  purpose  of  the 
transaction;  the  intent  of  the  Bank  and  Capital  Com- 
pany was  that  the  sale  should  be  a  closed  and  com- 
pleted transaction  and  that  at  least  for  a  period  of 
time  the  sale  should  be  so  effective  as  to  divest  the 
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Bank  of  all  title  and  control  of  the  property  and  to 
vest  that  complete  title  and  control  in  Capital  Com- 
pany as  the  owner  of  the  property;  the  intent  had 
to  comprehend  such  results  would  be  accomplished 
by  the  sales  transaction  because  it  was  only  by  such 
a  transaction  having  such  consequences  that  the  Bank 
could  accomplish  its  purpose,  and  be  able  to  support 
its  position  that  it  did  not  make  a  mere  paper  trans- 
action or  write  down  of  assets,  but  actually  suffered 
a  loss  through  a  sale  of  property;  the  purpose  of 
the  arrangement  with  respect  to  the  possible  re- 
purchase of  the  property  was  to  have  an  understand- 
ing with  Capital  Company  that  the  Bank  could  re- 
purchase the  property  when  and  if  it  desired  to  do  so, 
but  the  intent  behind  this  repurchase  understanding 
was  that  it  should  have  no  effect  upon  the  original 
sales  transaction  and  that  it  should  have  no  legal  or 
binding  effect  as  an  encumbrance  on  Capital  Com- 
pany's ownership  of  the  property  because  again  the 
ultimate  purpose  of  avoiding  precedent  which  might 
be  detrimental  to  the  Bank  in  the  future  required  that 
there  be  no  transaction  which  might  alter  the  legal 
effect  of  the  original  sale. 

As  argued  under  the  previous  subheading  of  this 
argument,  a  disregard  of  the  sale  to  Capital  Company 
places  a  construction  on  the  transaction  as  though 
it  were  a  sale  by  the  Bank  to  Merchants,  which  is  in 
direct  contravention  of  the  purposes  and  intentions  of 
the  Bank.  A  ,sale  by  the  Bank  to  Merchants  was 
considered  by  the  Bank  but  was  rejected  because  it 
would  not  have  accomplished  what  the  Bank  was 
trying  to  accomplish.    (R.  91.)  The  Court  cannot  "im- 
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pose"  upon  a  taxpayer  a  transaction  which  it  did 
not  execute,  so  the  Tax  Court  has  gone  too  far  in  dis- 
regarding the  sale  to  Capital  Company  and  imposing 
upon  the  Bank  a  transaction  which  it  had  deliberately 
refused  to  make. 

The  statute  (Section  112)  requires  nothing  more 
than  that  the  cost  shall  exceed  the  selling  price  in 
order  that  there  be  a  determination  of  loss  from  the 
sale  of  property.  The  question  of  intent,  of  realism, 
arises  from  principles  established  by  case  authority 
in  applying  the  statute  which  principles  were  devised 
to  prevent  the  deduction  of  losses  from  unrealistic 
transactions  made  solely  for  the  purpose  of  def eating 
the  revenue.  It  is  respectfully  submitted  that  in  this 
case  there  was  a  sale  from  the  Bank  to  Capital  Com- 
pany and  the  selling  price  was  less  than  the  cost  of 
the  property  sold  so  that  a  loss  was  sustained  by  the 
Bank  when  a  sale  was  made.  The  element  of  tax 
avoidance  is  not  present  so  there  is  nothing  to  bring 
into  play  the  principles  devised  to  prevent  tax  avoid- 
ance. 

In  this  case  there  was  a  later  sale  by  Capital  Com- 
pany to  Merchants,  but  before  that  sale  was  made, 
Capital  Company  was  the  owner  of  the  property,  in 
complete  control  of  title  and  income,  which  income 
was  included  hy  it  in  its  income  tax  returns  and  sub- 
jected to  tax;  Capital  Company  was  bound  by  nothing 
more  substantial  than  a  moral  commitment  made  with 
the  Bank  to  resell  the  property  to  the  Bank  at  its 
request,  which  commitment  was  made  with  the  delib- 
erate understanding  that  it  was  to  be  merely  a  moral 
commitment  and  not  a  legal  and  binding  obligation, 
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and  so  again  the  agreement  for  resale  was  not  such  a 
reserved  power  to  the  seller  which  could  vitiate  the 
original  sales  transaction  and  the  legal  consequences 
thereof,  nor  did  it  have  the  effect  of  vitiating  Capital 
Company's  ownership  of  \]\q  property  from  the  time 
it  purchased  until  the  time  it  sold.  The  very  intent 
of  the  parties  was  that  the  repurchase  arrangement 
should  not  have  any  effect  upon  the  original  sales 
transaction.  There  is  no  basis  whatever  under  this 
analysis  of  the  principles  pronounced  in  the  cases  on 
the  subject,  for  disregarding  the  sale  from  the  Bank 
to  Capital  Company  and  the  consequences  of  such 
sale  under  the  tax  statutes.  The  loss  was  sustained. 
There  is  no  restriction  against  its  allowance  as  a  de- 
duction  under  the   statute   so   it  should   be   allowed. 

It  is  the  appellant's  view  that  the  sale  of  its  prop- 
erty to  Capital  Company  must  be  recognized  and  that 
the  loss  sustained  upon  that  sale  must  be  allowed. 
Under  this  view  of  its  case,  the  later  sale  by  Capital 
Company  to  Merchants  is  of  no  consequence  in  a  de- 
termination of  the  issue  involved  herein.  However, 
since  The  Tax  Court  took  the  position  that  the  sale 
should  be  construed  as  a  sale  from  the  Bank  to  Mer- 
chants, it  is  necessary  to  submit  some  discussion  of  the 
case  on  that  premise4  since  the  appellant  believes  that 
even  on  that  premise  The  Tax  Court  erred  in  refusing 
to  allow  a  deduction  for  the  loss  sustained  in  the  sale. 
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(g)  The  Sale  of  the  Properties  by  Capital  Company  to  Merchants 
Was  a  Complete  and  Bona  Fide  Transaction. 

There  is  nothing  complicated  about  the  transaction 
whereby  Capita]  Company  sold  the  eight  properties  to 
Merchants  in  194:1  Paragraphs  5,  6  and  7  of  the 
stipulation  show  that  Capital  Company  sold  the  prop- 
erties to  Merchants  for  cash  at  a  price  equal  to  Cap- 
ital Company's  cost  plus  cost  of  acquisition,  and  show- 
also  that  all  legal  formalities  with  respect  to  the 
transaction  were  complied  with.    (R.  34-38.) 

The  Tax  Court  had  no  complaint  about  the  validity 
of  this  sale  but  in  view  of  its  position  that  Capital 
Company  was  "merely  a  conduit  through  which 
petitioner  could  transfer  formal  title  to  Merchants" 
(R.  137)  and  that  "the  sale  must  be  viewed  as  being 
made  between  petitioner  as  vendor  and  Merchants 
as  vendee"  (R.  139)  it  ignored  the  transaction  be- 
tween Capital  Company  and  Merchants. 


III.  THE  BANKS  DOMINATION  AND  CONTROL  OVER  MER- 
CHANTS AS  ITS  WHOLLY  OWNED  SUBSIDIARY  CANNOT 
BE  CONSTRUED  AS  DOMINATION  AND  CONTROL  OVER 
THE  ASSETS  OF  MERCHANTS,  AND  CANNOT  JUSTIFY  A 
DISREGARD  OF  THE  CORPORATE  ENTITY  OF  MERCHANTS. 

After  concluding  that  the  transaction  had  to  be 
viewed  as  a  sale  between  petitioner  and  Merchants 
(B.  139)  The  Tax  Court  stated,  "the  question  thus 
becomes  what  effect  does  the  closeness  of  the  rela- 
tionship between  petitioner  and  Merchants  have  upon 
the  deductibility  of  the  loss  in  question".  (R.  139.) 
The  Tax  Court  concluded  the  loss  was  not  deductible 
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and  it  stated  "The  basis  for  the  decision  is  the  com- 
plete domination  and  control  which  petitioner  con- 
tinued to  exercise  over  the  properties  transferred 
through  its  complete  domination  and  control  of  its 
wholly  owned  subsidiary''.  (R.  141.)  Expressing  it 
in  another  way  The  Tax  Court  concluded  "The  facts 
clearly  show  that  there  is  no  substance  to  the  sale  of 
the  branch  banks  by  petitioner  to  its  wholly  owned 
subsidiary.  Petitioner  had  complete  domination  and 
control  over  Merchants  and  the  properties  in  the  hands 
of  Merchants  were  as  much  subject  to  petitioner's  con- 
trol ,as  they  were  while  legal  title  was  in  petitioner's 
own  name.  *  *  *  In  effect  and  substance  Merchants 
was  no  more  than  the  alter  ego  of  petitioner,  and 
'no  loss  could  occur  upon  a  sale  by  a  taxpayer  to  such 
an  entity.'  "    (R.  142-143.) 

There  is  no  justification  in  fact  or  in  law  for  the 
conclusion  above  quoted.  Here  are  the  facts  as  stipu- 
lated— 

Merchants  had  a  net  worth  during  1943  as  shown  by 
the  Balance  Sheet  appearing  as  Schedule  L,  page  4, 
of  its  income  tax  return  (Ex.  22-V,  R.  Ill)  of  about 
$19,000,000.00.  It  had  rental  income  in  1943  of  ap- 
proximately $982,000.00  and  expenses  and  deprecia- 
tion aggregating  the  same  amount,  so  that  it  had  no 
net  income  for  tax  purposes.  (Ex.  22-V,  R.  110.)  It 
will  never  have  a  net  taxable  income  because  under  a 
formal  lease  agreement  executed  between  the  Bank 
and  Merchants  under  date  of  August  1,  1936,  the 
rental  payable  by  the  Bank  to  Merchants  is  fixed  at 
"an  amount  equal  to  the  total  of  all  expenses  and 
charges   of   the    lessor,    which    are   allowable   to    the 
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Lessor,  Merchants  National  Realty  Corporation,  as 
deductions  from  gross  income  for  Federal  income 
tax  purposes,  less  an  amount  equal  to  the  total  in- 
come of  the  lessor  derived  from  all  souces  other  than 
the  rental  to  be  paid  hereunder".  (Lease  Ex.  7-G, 
paragraph  First,  R.  73). 2  The  lease  also  provided  that 
"it  is  agreed  that  from  time  to  time  the  Lessor  and  the 
Lessee  may  add  to  the  parcels  of  property  covered  by 
this  lease,  by  agreeing  that  the  same  shall  become  a 
part  of  the  property  covered  hereby"  *  *  *  etc.  (  Lease 
Ex.  7-G,  Paragraph  Tenth,  R.  77.) 

The  stipulation,  paragraph  7,  states  "The  proper- 
ties deeded  by  Capital  Company  to  Merchants  as 
stated  above,  were  thereafter  held  by  Merchants  under 
this  lease".  (R.  38.)  This  same  paragraph  of  the 
stipulation  shows  that  many  of  the  officers  and  di- 
rectors of  the  Bank  were  also  officers  and  directors 
of  Merchants,  that  Merchants  had  no  salaried  em- 
ployees, and  that  whatever  work  was  necessary  to 
the  operation  of  the  Company's  business  was  per- 
formed by  employees  of  the  Bank.  (R.  38.)  Never- 
theless, Merchants,  as  a  separate  corporate  entity,  did 
own  property,  it  did  conduct  a  business  of  leasing  its 
property  to  the  Bank  (Stip.  paragraph  7,  R.  38)  and 
its  business  did  require  its  expenditure  of  over  $500,- 
000  in  1943  for  expenses  of  its  business  (Ex.  22-V,  R. 
110),  and  it  maintained  a  bank  account  ranging  from 
$2,184,000  at  the  beginning  of  1943  to  $290,000  at  the 
end  of  the  year.    (Ex.  22-V,  R.  111.)    The  purchase  of 


-But  it  could  have  book  net  income  or  net  loss  due  to  limitations 
under  tax  laws  as  for  example  the  provision  which  prevents  allow- 
ance of  net  capital  losses — See.  117  (d)   (1). 
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property  by  Merchants  in  1943  and  the  leasing  of 
the  property  to  the  Bank  by  adding-  it  to  property 
covered  by  the  1936  lease,  is  no  different  than  what 
Merchants  has  been  doing  ever  since  the  execution 
of  the  lease  on  August  1,  1936',  and  the  lease  itself  con- 
templates just  such  transactions  by  making  specific 
provisions  therefor.  (Ex.  7-G,  paragraph  Tenth,  R. 
77.) 

Any  parent  of  a  wholly  owned  subsidiary  has  dom- 
ination and  control  over  the  subsidiary  by  virtue  of 
its  stock  ownership,  but  it  has  never  been  held  that 
such  domination  and  control  alone  justified  a  disre- 
gard for  tax  purposes  of  the  corporate  entity  of  the 
subsidiary  or  a  disregard  of  transactions  between  the 
parent  and  the  subsidiary.  On  the  basis  of  this 
premise  the  only  question  is  whether  the  lease  ar- 
rangement between  the  parent  and  the  subsidiary  is 
so  unrealistic  as  to  justify  a  disregard  of  the  cor- 
porate entity  of  the  subsidiary?  A  complete  answer 
to  the  question  would  seem  to  be  a  practical  one,  i.e., 
the  lease  had  been  in  existence  for  years  prior  to  1943 
and  was  not  changed  in  1943;  and  the  sales  transaction 
here  under  discussion  was  entered  into  in  1943  as  a 
legal  and  realistic  transaction  consummated  for  a 
purpose  entirely  unrelated  to  tax  considerations;  so 
there  is  nothing  so  different  in  1943  to  justify  the 
conclusion  that  in  1943  the  corporate  entity  of  Mer- 
chants should  be  disregarded  and  the  Bank  should  be 
deemed  to  be  the  real  owner  of  the  property  owned 
by  Merchants.  This  practical  answer  should  be  the 
best  and  a  sufficient  answer,  but  there  are  even  further 
answers.   There  are  a  number  of  cases,  some  of  which 
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are  briefed  in  the  appendix  hereto,  where  the  busi- 
ness arrangements  between  the  parent  and  the  sub- 
sidiary were  more  unusual  than  the  lease  arrangement 
in  this  case  and  yet  the  Courts  refused  to  disregard 
the  corporate  entities  on  that  ground.  There  is  no 
general  rule  that  transactions  between  a  parent  and 
its  subsidiary  are  to  be  ignored.  The  rule  is  that  sepa- 
rate corporate  identities  must  not  be  ignored.  National 
Carbide  Corp.  vs.  Commissioner  (1949)  336  U.S.  422 
(cited  in  appendix  hereto). 

There  is  very  little  difference  in  substance  in  the 
business  arrangements  between  the  Bank  and  Mer- 
chants and  the  business  arrangements  between  the 
parent  and  the  subsidiaries  under  consideration  in 
the  National  Carbide  Corp.  case,  supra.  Since  the 
Supreme  Court  ruled  that  those  arrangements  were 
not  sufficient  to  justify  a  disregard  of  the  corporate 
entity  of  the  subsidiaries  in  the  National  Carbide 
case,  the  similar  arrangements  between  the  Bank  and 
Merchants  could  not  be  sufficient  to  justify  a  disregard 
of  the  separate  identity  of  Merchants. 

The  Bank  urges  that  the  transaction  considered  in 
this  proceeding  was  a  sale  of  property  by  it  to  Capital 
Company  and  the  loss  sustained  as  computed  under 
the  income  tax  statutes  should  be  allowed  as  a  deduc- 
tion. If  this  Court  should  be  of  the  same  view  as  the 
Tax  Court  that  the  sale  was  a  sale  by  the  Bank  to 
Merchants,  then,  as  hereinabove  just  argued,  the  loss 
is  still  allowable  as  a  deduction  to  the  Bank  because 
the  corporate  identity  of  Merchants  cannot  be  ignored 
and  there  is  no  circumstance  which  is  legally  suffi- 
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cient  to  support  a  refusal  to  apply  the  income  tax 
statutes  under  which  this  loss  must  be  recognized  as 
a  deductible  loss. 


IV.     CONCLUSION. 

It  is  respectfully  urged  that  the  sale  of  the  proper- 
ties by  the  Bank  to  Capital  Company  was  a  real  and 
bona  fide  sale,  made  for  a  purpose  other  than  to  ob- 
tain a  tax  deduction;  that  the  arrangement  for  the 
repurchase  of  the  property  by  the  Bank  and  the  sale 
of  the  property  to  Merchants  is  immaterial  to  the 
recognition  of  the  sale  to  Capital  Company;  and  that 
the  loss  resulting  from  that  sale  is  an  allowable  de- 
duction for  income  tax  purposes.  It  is  urged  further 
that  even  if  the  transaction  is  viewed  as  a  sale  of 
property  by  the  Bank  to  Merchants,  the  sale  was  a 
closed  and  completed  transaction  and  the  loss  result- 
ing therefrom  must  be  recognized  as  a  deductible  loss 
for  tax  purposes.  It  is  respectfully  urged  that  the 
decision  of  the  Tax  Court  denying  this  loss  as  a  de- 
duction should  be  reversed. 

Dated,  San  Francisco,  California, 
June  1, 1951. 

George  H.  Koster, 
Attorney  for  Appellant. 
Batley  Kohlmeier, 
Of  Counsel. 
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In  Electric  Auto-Lite  Co.,  T.  C.  Memo  Docket 
111986,  Aug.  4,  1943,  the  Court  allowed  a  loss  on 
the  sale  of  stock  of  one  subsidiaiy  to  another  wholly 
owned  subsidiaiy  and  remarked  that  it  did  not  be- 
lieve that  Higgins  vs.  Smith,  supra,  should  be  re- 
garded as  a  direction  to  disallow  a  loss  resulting  from 
a  bona  fide  business  transaction,  the  tax  consequences 
of  which  were  incidental  to  its  purpose,  and  where 
neither  subsidiary  was  organized  or  used  as  a  tax- 
saving  device.  (See  also  Laughton  vs.  Commissioner 
CCA-9  supra,  already  discussed.) 

The  Tax  Court  cites  cases,  which  have  already  been 
discussed,  to  support  its  position,  and  again  it  must 
be  emphasized  that  all  of  these  cases  which  support 
a  disregard  of  corporate  entity  or  ,a  disregard  of  trans- 
actions are  predicated  on  the  factual  premise  that  the 
intercorporate  relationship  or  the  questioned  trans- 
actions were  entered  into  for  the  sole  purpose  of 
avoiding  tax  liability. 

Reference  has  already  been  made  to  the  case  of 
Bancitali/  Corporation,  ,34  B.T.A.  494  in  which  inter- 
corporate relationships  were  not  recognized  as  a  basis 
for  disregarding  an  intercorporate  transaction  upon 
which  some  $10,000,000  of  " unrealized"  profit  was 
subjected  to  tax — of  course,  there  was  no  tax  avoid- 
ance purpose  in  the  intercorporate  transactions.  Like- 
wise, in  the  case  of  Helvering  vs.  Johnson,  supra,  104 
F  (2d)  140,  a  deduction  for  a  loss  was  allowed  on  a 
sale  by  taxpayer  to  a  corporation  which  he  controlled 
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and  50%  of  whose  stock  he  owned — again  there  was 
no  evidence  of  tax  avoidance  as  the  sole  purpose  of 
the  transaction.  A  like  situation  existed  in  the  (Ids- 
holm  vs.  Commissioner  case  hereinbefore  dismissed, 
79  F  (2d)  14. 

This  Court  in  the  case  of  Commissioner  vs.  Eldridge 
(1935)  79  F  (2d)  629,  allowed  a  loss  on  a  sale  of  stock 
made  by  an  individual  to  his  wholly  owned  corpora- 
tion where  the  facts  showed  that  the  sale  was  made 
on  the  advice  of  an  accountant  and  the  corporation 
was  not  organized  for  the  purpose  of  engaging  in 
transactions  to  reduce  taxes  and  in  this  case  the 
Court  emphasized  that  the  corporate  entities  could 
not  be  ignored. 

In  Brost  Motors,  Inc.,  Docket  No.  15505,  T.  C. 
Memo.  Oct.  29,  1948,  the  taxpayer  corporation  trans- 
ferred real  property  to  another  corporation  which  was 
controlled  by  the  same  stockholders,  directors  and 
officers  who  owned  taxpayer  corporation.  The  trans- 
fer was  made  for  security  reasons  and  not  solely  to 
reduce  tax  liability.  The  Tax  Court  allowed  the  loss 
resulting  from  the  transfer  of  the  property.  The  Com- 
missioner contended  that  the  loss  was  not  a  real  loss 
because  (1)  the  transaction  was  made  solely  for  tax 
purposes  and  (2)  it  was  between  corporations  con- 
trolled by  the  same  interest.  The  Tax  Court  concluded 
that  there  was  a  business  purpose  for  the  transaction, 
that  there  was  an  unqualified  sale  and  transfer  of 
the  property,  <and  that  the  entity  of  the  purchaser 
could  not  be  ignored  even  if  it  was  under  common 
control  with  the  seller. 
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The  Tax  Court  reached  a  similar  conclusion  in  the 
case  of  Anderson-Claifton  <£•  Co.,  Docket  No.  15255, 
T.  C.  Memo  Aug.  18,  1948,  in  which  case  the  de- 
termination made  by  the  Commissioner  in  his  defi- 
ciency notice  was  much  the  same  as  the  determina- 
tion made  by  the  Commissioner  in  his  deficiency  notice 
issued  in  the  instant  case.  One  corporation  sold  cer- 
tain properties  to  another  corporation.  A  third  cor- 
poration owned  all  of  the  stock  of  the  selling-  com- 
pany and  89.5  per  cent  of  the  stock  of  the  purchaser, 
and  in  reliance  upon  this  fact,  the  Commissioner 
argued  that  the  loss  to  the  selling  corporation  was  not 
an  allowable  deduction  because  the  transaction  had  no 
business  purpose,  merely  transferred  assets  from  one 
operating  unit  of  the  petitioner  to  another  and  was 
a  sham.  The  Court  found  that  there  was  a  business 
purpose  for  the  transaction  and  that  " there  is  no 
sound  reason  for  disallowing  the  loss  which  Memphis 
actually  sustained  in  selling  the  assets  to  West 
Texas". 

The  principal  criterion  in  these  cases  involving 
transactions  between  affiliated  corporations  seems  to 
be  whether  the  transaction  was  effected  solely  for  tax- 
purposes.  {Crown  Cork  International  Corp.  4  TC  19, 
aff'd.  CCA-3-1945,  149  F  (2d)  968,  and  the  two  T.  C. 
Memo  cases  above  discussed.) 

.In  the  case  of  Commissioner  vs.  W.  F.  Trimble  d- 
Sons  Co.  (CCA-3-1938)  98  F  (2d)  853,  one  cor- 
poration sold  stock  to  another  corporation  and  the 
loss  resulting  from  the  sale  was  disallowed  by  the 
Government    because    the    same    stockholders    owned 
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the  stock  of  both  companies.  In  allowing  the  loss  the 
Court  reaffirmed  the  general  rule  that  a  corporation 
and  its  stockholders  are  deemed  separate  entities  and 
the  corporate  entity  will  not  be  disregarded  except 
where  "'too  close  a  relationship  between  two  or  more 
corporations  offends  a  statute  or  circumvents  public 
policy,  or  when  necessary  to  prevent  fraud,  or  where 
one  company  is  nothing  but  an  agent  of  another''. 
The  Court  said  that  even  though  a  tax  reduction 
resulted  from  the  loss  sustained  in  the  transaction 
between  the  companies,  such  a  result  in  itself  does 
not  come  within  the  offenses  justifying  a  disregard 
of  the  corporate  entity. 

The  case  of  Moline  Properties,  Inc.  vs.  Commis- 
sioner, 319  U.S.  436,  hereinbefore  discussed,  is  prob- 
ably the  leading  case  on  the  proposition  that  cor- 
porate entities  cannot  be  ignored  for  tax  purposes 
unless  the  corporation  is  a  sham  or  unreal  and  is  used 
in  ;Siich  a  way  that  its  form  is  a  bald  and  mischievous 
fiction,  intended  only  to  accomplish  tax  avoidance. 

In  Frank  d  Leder  Co.  (1928)  13  B.T.A.  1  (revd 
on  other  grounds  44  F  (2d)  147)  the  Board  of  Tax- 
Appeals  refused  to  disregard  a  sale  where  options 
were  given  for  repurchase  and  for  limitation  of  loss, 
the  .Board  being  of  the  opinion  that  since  the  original 
sale  was  occasioned  by  business  considerations  alone. 
the  option  contracts  and  repurchase  could  not  affect 
the  bona  fides  of  the  sale. 

In  the  case  of  77.  S.  vs.  Joliet  and  Chioago  R.  Co. 
(1942)  315  U.S.  44,  revg.  118  F  (2d)  174,  the  Su- 
preme Court  held  that  a  corporation  is  taxable  upon 
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income  constructively  received  by  it  when  rentals  due 
to  it  as  lessor  are  paid  directly  to  its  stockholders.  To 
the  same  effect,  Commissioner  vs.  Western  Union 
Telegraph  Co.   (CCA-2-1944)  141  F  (2d)  774.) 

We  could  discuss  a  great  many  more  cases  to  show 
refusal  of  the  Courts  to  disregard  corporate  entities 
or  refusal  to  treat  stockholders  and  their  corporations 
as  single  entities  where  no  tax  avoidance  schemes  were 
involved,  even  in  cases  involving  peculiar  arrange- 
ments between  the  stockholders  and  their  corporations. 
(For  example,  U.S.  vs.  Joliet  icC*  Chicago  R.  Co.  supra 
315  U.S.  44;  Commissioner  vs.  Western  Union  Tel. 
Co.,  supra,  141  F  (2d)  774;  Mississippi  River  <£•  Terre 
Bonne  Railway  (1939)  39  B.T.A.  995  allowing  a  sub- 
sidiary a  loss  on  sale  of  property  which  had  been 
leased  to  a  parent  under  a  lease  quite  similar  to  the 
Bank-Merchants  lease;  Porter  Royalty  Pool,  Inc.  vs. 
Commissioner,  (CCA-6-1948)  165  F  (2d)  933;  Rail- 
toay  Express  Agency  8  T  C  991  rev'd  on  other 
grounds;  National  Investors  Corp.  vs.  Hoey,  (CCA-2- 
1944)  144  F  (2d)  466,  (cited  in  National  Carbide 
Corp.  336  U.  S.  412,  discussion  of  which  follows, 
which  gives  an  interesting  discussion  as  a  prelude  to 
the  conclusion  that  a  Corporate  form  must  be  unreal 
or  a  sham  or  its  businesses  confined  to  tax  evasion, 
before  the  Treasury  Department  may  disregard  it), 
but  we  think  that  the  rule  that  a  corporate  entity  may 
be  disregarded  because  of  the  dominion  and  control 
over  it  by  its  stockholders  has  been  abrogated  com- 
pletely by  the  Supreme  Court  in  its  decision  in  the 
ease  of  National  Carbide  Corp.  vs.  Commissioner 
(1949)  336  U.S.  422. 
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In  the  National  Carbide  Corp.  supra  case  the  tax- 
payers were  three  wholly  owned  subsidiaries  of  Air 
Reduction  Corp.  (Airco)  and  they  claimed  that  they 
were  mere  agents  of  their  parent  so  their  income 
should  be  treated  as  income  of  the  parent.  Airco 
operated  the  businesses  of  the  individual  companies 
and  they  paid  to  Airco  all  their  profits  in  excess  of 
6%  on  their  outstanding-  stock.  Top  officials  of  Airco 
held  similar  positions  in  the  subsidiaries.  The  Tax 
Court  held  that  the  income  of  the  subsidiaries  in  ex- 
cess of  67c  of  their  capital  stock  was  income  of  Airco. 
8  T.C.  594.  The  Court  of  Appeals,  (2d)  Circuit  re- 
versed and  the  Supreme  Court  granted  certiorari  ''be- 
cause of  this  conflict  of  opinion  and  the  disagreement 
between  Courts  as  to  the  continuing  vitality  <>f  Southr 
em  Pacific  Co.  vs.  Lowe  1918,  247  U.S.  330".  In  re- 
ferring to  the  decision  of  the  Court  of  Appeals,  the 
Supreme  Court  said: 

"It  held  under  our  decisions,  when  a  corporation 
carries  on  business  activity  the  fact  that  the 
owner  retains  direction  of  its  affairs  down  to 
the  minutest  detail,  provides  all  of  its  assets  and 
takes  all  of  its  profits  can  make  no  difference 
tax-wise.  The  Court  concluded  that  'Even  though 
Southern  Pacific  Co.  vs.  Lowe,  supra,  set  up  a 
different  test,  we  regard  it  as  pro  tanto  no  longt  r 
controlling/ 

''The  result  reached  by  the  Court  of  Appeals 
is  clearly  required  by  our  later  decisions." 

The  Court  pointed  out  that  a  subsidiary  company 
might  be  an  agent  of  its  parent  but  a  strict  show- 
ing of  such  relationship  would  have  to  be  made  before 


vu 


such  relationship  could  he  estahlished  for  tax  pur- 
poses. Mere  dominion  and  control  of  the  subsidiary 
either  actual  or  through  stock  ownership  is  not  suffi- 
cient to  establish  a  relationship  which  the  Supreme 
Court  would  recognize  as  an  agency  relationship  for 
tax  purposes. 
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Commissioner  of  Internal  Revenue,  respondent 


ON    PETITION    FOR    REVIEW    OF    THE    DECISION    OF    THE    TAX 
COURT  OF   THE   UNITED   STATES 


BRIEF  FOR  THE  RESPONDENT 


OPINION   BELOW 

The  findings  of  fact  and  opinion  of  the  Tax  Court 
(R.  119-143)  are  reported  at  15  T.  C.  544. 

JURISDICTION 

This  proceeding  involves  a  deficiency  in  federal  in- 
come tax  and  a  deficiency  in  declared  value  excess 
profits  tax,  both  for  the  taxable  year  1943,  asserted 
against  the  Bank  of  America  National  Trust  and 
Savings  Association,  herein  sometimes  referred  to  as 
the  taxpayer.  The  taxpayer  filed  its  corporation  in- 
come and  declared  value  excess  profits  tax  return  for 
the  calendar  year  1943  with  the  Collector  of  Internal 
Revenue    for    the    First    District    of    California    on 

(i) 


March  14,  1944.  (R.  103.)  Under  date  of  June  5, 
1945,  the  Commissioner  of  Internal  Revenue  mailed 
to  the  taxpayer  a  notice  of  deficiency  pursuant  to 
Section  272  of  the  Internal  Revenue  Code.  (R.  16-23.) 
Under  date  of  August  21,  1945,  the  taxpayer  duly 
filed  with  the  Tax  Court  its  petition  for  review  of 
the  Commissioner's  determination  of  deficiencies 
(R.  3),  and  on  May  28,  1946,  leave  therefor  having 
been  granted  by  the  Tax  Court  (R.  3,  6-7),  the  tax- 
payer filed  its  amended  petition  for  review  of  such 
determination  (R.  7-15).  On  December  22,  1950,  the 
Tax  Court  entered  its  decision  (R.  143-144)  sustain- 
ing the  Commissioner's  determination.  The  case  is 
brought  to  this  Court  by  a  petition  for  review  filed  by 
the  taxpayer  on  February  9,  1951.  (R.  145-151.) 
The  jurisdiction  of  this  Court  is  invoked  under  Sec- 
tion 1141  (a)  of  the  Internal  Revenue  Code,  as 
amended  by  Section  36  of  the  Act  of  June  25,  1948. 

QUESTION  PRESENTED 

Whether,  under  the  facts,  the  taxpayer  sustained 
a  deductible  loss  for  income  tax  purposes  under  Sec- 
tion 23  (f)  of  the  Internal  Revenue  Code  upon  the 
transfer  of  legal  title  to  eight  of  its  banking  premises 
in  1943  for  a  price  less  than  the  adjusted  basis  of 
such  properties  to  it  and  the  transferee  of  legal  title, 
pursuant  to  a  preexisting  oral  agreement  with  the 
taxpayer,  transferred  title  to  such  properties  to  a 
wholly  owned  subsidiary  of  the  taxpayer  approxi- 
mately thirty  days  later  at  the  same  price. 


STATUTE  AND  REGULATIONS  INVOLVED 

Internal  Revenue  Code : 

Sec.  23.  Deductions  from  gross  income. 

In  computing  net  income  there  shall  be  allowed 

as  deductions: 

***** 

(f)  Losses  by  Corporations. — In  the  case  of  a 
corporation,  losses  sustained  during  the  taxable 
year  and  not  compensated  for  by  insurance  or 

otherwise. 

***** 

(26  IT.  S.  C.  1946  ed.,  Sec.  23.) 
Treasury  Regulations  111,  promulgated  under  the 
Internal  Revenue  Code: 

Sec.  29.23  (e)-l.  Losses  by  Individuals. — 

***** 

In  general  losses  for  which  an  amount  may  be 
deducted  from  gross  income  must  be  evidenced 
by  closed  and  completed  transactions,  fixed  by 
identifiable  events,  bona  fide  and  actually  sus- 
tained during  the  taxable  period  for  which 
allowed.  Substance  and  not  mere  form  will 
govern  in  determining  deductible  losses.  Full 
consideration  must  be  given  to  any  salvage  value 
and  to  any  insurance  or  other  compensation  re- 
ceived in  determining  the  amount  of  losses  actu- 
ally sustained.  See  section  113  (b).  For  special 
provisions  with  respect  to  war  losses,  see  section 
127. 

***** 

Sec.  29.23  (f)-l.  Losses  by  Corporations. — 
Losses  sustained  by  domestic  corporations  during 
the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise  are  deductible  insofar  as 


not  prohibited  or  limited  by  sections  23  (g), 
23  (h),  24  (b),  112,  117,  118,  and  251.  The  pro- 
visions of  sections  29.23  (e)-l  to  29.23  (e)-5, 
inclusive,  and  section  29.23  (i)-l  are  in  general 
applicable  to  corporations  as  well  as  individuals. 
See  section  232  as  to  deductions  by  foreign  cor- 
porations. For  special  provisions  with  respect 
to  war  losses,  see  section  127. 

STATEMENT 

The  Commissioner  of  Internal  Revenue  determined 
a  deficiency  of  $915,040.93  in  the  income  tax  reported 
by  the  Bank  of  America  National  Trust  and  Savings 
Association  for  1943  and  a  deficiency  of  $161,650.70 
in  the  declared  value  excess  profits  tax  reported  by 
it  for  that  year.  (R.  16-23.)  These  deficiencies 
were  based  upon  several  adjustments  made  by  the 
Commissioner  to  the  taxpayer's  reported  income  (R. 
18),  only  one  of  which,  a  loss  of  $464,811.68  claimed 
by  the  taxpayer  as  having  been  sustained  during  the 
year  on  the  sale  of  bank  premises  which  the  Com- 
missioner disallowed,  was  challenged  in  the  proceed- 
ing before  the  Tax  Court  (R.  120-121).  Also,  the 
Commissioner  filed  an  amended  answer  in  the  Tax 
Court  claiming  an  increase  of  $27,296.45  in  the  in- 
come tax  deficiency  and  an  increase  of  $4,822.17  in 
the  declared  value  excess  profits  tax.  (R.  26-27.) 
The  taxpayer,  by  stipulation,  accepted  the  adjust- 
ments to  income  on  which  the  Commissioner's  claim 
for  increased  deficiencies  was  based.  (R.  41.)  The 
Tax  Court  sustained  the  Commissioner's  determina- 
tion (R.  143),  and  the  original  deficiencies  having 
been  paid  (R.  41),  entered  its  decision  redetermining 


deficiencies  in  the  amounts  claimed  by  the  Commis- 
sioner in  his  amended  answer.     (R.  143-144.) 

The  case  was  submitted  to  the  Tax  Court  on  a  stip- 
ulation of  facts  (R.  31-41)  and  certain  documentary 
exhibits,  some  of  which  (Exs.  1-A  to  16-P,  inclusive 
(R,  61-97)),  were  made  a  part  of  the  stipulation  and 
the  remainder  (Exs.  17-Q  to.  22-V,  inclusive)  were 
submitted  in  evidence  by  agreement  of  the  parties 
(R.  98-116).  The  Tax  Court  found  the  facts  as  stip- 
ulated. They  are  fully  summarized  in  the  Tax 
Court's  findings  of  fact  (R.  121-133). 

Taxpayer  is  a  national  banking  association  which 
was  incorporated  en  March  1,  1927,  under  the  laws 
of  the  United  States.  It  operates  a  banking  system 
in  California  through  approximately  500  branches, 
and  has  its  principal  place  of  business  in  San  Fran- 
cisco. Title  to  some  of  the  buildings  in  which  the 
taxpayer  conducts  its  banking  business  is  held  in  the 
name  of  the  taxpayer,  and  title  to  other  such  prop- 
erties is  held  in  the  name  of  Merchants  National 
Realty  Corporation,  a  wholly  owned  subsidiary,  here- 
inafter referred  to  as  "Merchants".  (R.  121.) 

At  all  times  pertinent  to  this  proceeding,  Merchants 
National  Realty  Corporation  was  a  wholly  owned 
subsidiary  of  the  taxpayer.  Many  of  the  officers  and 
directors  of  the  taxpayer  were  also  officers  and  di- 
rectors of  Merchants.  The  only  business  of  Merchants 
was  the  ownership  of  property  which  it  leased  to 
the  taxpayer.  Merchants  had  no  salaried  employees. 
Whatever  work  was  necessary  to  the  operation  of 
its  business  was  performed  by  employees  of  the  tax- 
payer.   Merchants'  place  of  business  was  in  the  head- 


quarters  of  the  taxpayer  in  San  Francisco.  (R.  121- 
122.) 

The  basic  lease  agreements  under  which  the  tax- 
payer leased  property  from  Merchants  (R.  72-78) 
provided  that  in  exchange  for  a  10-year  lease,  the 
taxpayer  would  pay  to  Merchants  as  rent  "an  amount 
equal  to  the  total  of  all  expenses  and  charges  of  the 
Lessor,  which  are  allowable  to  the  Lessor,  Merchants 
National  Realty  Corporation,  as  deductions  from 
gross  income  for  Federal  income  tax  purposes,  less 
an  amount  equal  to  the  total  income  of  the  Lessor 
derived  from  all  services  other  than  the  rental  to  be 
paid  hereunder."  (R.  122.) 

On  August  31,  1939,  bank  examiners  from  the  office 
of  the  United  States  Comptroller  of  the  Currency 
determined  that  the  values  of  the  banking  properties 
in  the  books  of  taxpayer  were  in  excess  of  their  fair 
market  value,  and  they  recommended  that  the  tax- 
payer be  required  to  reduce  the  book  values  to  the 
actual  values  of  the  banking  properties  in  its  books. 
The  taxpayer  refused  to  comply  with  the  recommen- 
dation of  the  bank  examiners  and  contended  that  the 
Comptroller  of  the  Currency  did  not  have  the  au- 
thority to  require  it  to  write  down  the  value  of  any 
of  its  assets.  After  a  number  of  conferences  and  ex- 
changes of  correspondence  between  the  taxpayer  and 
the  Office  of  the  Comptroller  of  the  Currency  (R.  61- 
72),  an  agreement  was  reached  on  March  6,  1940, 
as  to  the  amount  at  which  each  banking  property 
should  be  carried  on  the  taxpayer's  books.  This 
agreement  provided  that  "the  unallocated  reserve  set 
up  by  the  Bank  [taxpayer]  shall  be  reduced  by  the 


difference  between  the  present  carrying  value  of  each 
such  premise  and  the  value  of  such  as  determined  by 
the  committee  [comprised  of  three  Government  bank- 
ing officers].  *  *  *  The  remainder  of  such  re- 
serve, if  any,  may  be  returned  to  the  undivided  profits 
accounts."  (R.  122-123.)  In  March,  1941,  the  tax- 
payer informed  the  committee  that  (R.  123) : 

We  will  agree  to  establish  a  new  cost  basis  for 
the  bank  premises  listed  in  Exhibit  "A"  hereto 
attached  in  such  manner  as  will  result  in  a  charge 
of  approximately  $1,000,000  against  our  profits 
for  the  period  ending  June  30, 1941,  and  a  similar 
charge  in  the  third  quarter  of  1941.     The  new 
cost  basis  to  be  established  shall  be  determined 
from    the    American    Appraisal    Company    ap- 
praisal, using  the  lowest  appraisal  of  the  Ameri- 
can  Appraisal    Company    as   to    the    particular 
properties  involved.    No  adjustment  will  be  made 
as  to  properties  with  respect  to  which  American 
Appraisal    Company's    most    adverse    appraisal 
exceeds  book  value. 
The    committee    recommended    that    $2,000,000    be 
written  off  by  the  taxpayer  in  1941  and  $2,000,000  be 
written  off  in  1942.    The  Comptroller  of  the  Currency 
accepted  this  proposal  and  informed  the  taxpayer  to 
that  effect.  (R.  123-124.)     The  Comptroller  also  in- 
formed the  taxpayer  that  (R.  124)  : 

Any  or  all  of  the  amount  may  be  charged  to 
Undivided  Profits  instead  of  the  Unallocated  Re- 
serve if  desired,  the  amount  of  that  Reserve,  how- 
ever, not  to  be  reduced  below  $4,000,000  except 
after  writeoff  of  the  $2,000,000  in  1941  and  ap- 
proximately $2,000,000  in  1942. 
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The  taxpayer  informed  the  Comptroller  that  these 
arrangements  for  a  "reduction  in  book  value  of  bank- 
ing premises"  were  satisfactory  to  it.  (R.  124.) 

George  H.  Koster,  one  of  the  taxpayer's  counsel, 
was  asked  by  the  taxpayer  if  he  could  advise  it  of 
a  method  whereby  the  Comptroller's  requirement  that 
the  properties  be  written  down  could  be  met,  without 
at  the  same  time  receding  from  the  taxpayer's  posi- 
tion that  it  was  entitled  to  carry  the  properties  at 
cost.  He  gave  suggestions  to  the  taxpayer  which  are 
recorded  in  a  memorandum  dated  January  10,  1941. 
(R.  91-95,  124.) 

The  substance  of  this  memorandum  (R.  91-95)  is 
that  Mr.  Koster  first  suggested  as  a  means  of  reducing 
book  values  of  such  assets  an  arrangement  for  the 
purchase  and  sale  of  properties  between  the  taxpayer 
and  Merchants  so  that  the  purchase  price  would  be 
a  figure  satisfactory  to  the  committee  and  in  accord- 
ance with  the  agreement;  that  the  taxpayer's  officers 
felt  that  since  this  was  a  transaction  between  the 
parent  and  a  wholly  owned  affiliate  the  purchase 
and  sale  transaction  might  be  ignored  and  the  trans- 
action considered  a  write-down  which  would  establish 
a  precedent  whereby  the  taxpayer  might  be  compelled 
to  continue  the  practice  of  arbitrarily  writing  down 
the  value  of  its  banking  premises,  a  precedent  which 
the  taxpayer  did  not  want  to  establish ;  that  Mr.  Kos- 
ter then  suggested  that  if  the  taxpayer  and  Merchants 
would  be  willing  to  assume  the  risks  which  might 
result  where  property  is  removed  from  their  hands, 
even  for  a  short  period  of  time,  they  might  arrange 
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for  some  other  company,  such  as  Capital  Company 
(a  large  real-estate  company  which  was  a  wholly  owned 
subsidiary  of  Transamerica  Corporation,  a  substan- 
tial stockholder  of  the  taxpayer),  to  purchase  the 
property  from  one  and  then  sell  it  to  the  other,  as 
an  accommodation,  but  that  they  should  be  compen- 
sated for  the  work  involved  in  the  transfers  of  the 
properties.  The  memorandum  also  shows  that  the 
results  of  such  transactions  from  a  tax  standpoint 
were  considered  and  discussed. 

Koster  and  L.  M.  Giannini,  president  of  the  tax- 
payer, discussed  the  tax  effects  of  the  transactions  and 
the  results  to  be  achieved  by  them  with  a  representa- 
tive of  the  Comptroller  who  informed  them  that  the 
Comptroller  could  not  pass  upon  the  tax  consequences 
of  any  of  the  transactions.     (R.  124-125.) 

Transamerica  Corporation  is  a  holding  company. 
It  owns  substantial  amounts  of  stock  of  many  banks 
and  industrial  concerns.  During  1941, 1942,  and  1943, 
either  Transamerica  Corporation  or  its  subsidiary 
companies  owned  common  and  preferred  stock  of 
taxpayer,  each  of  which  had  equal  voting  rights. 
During  1941,  1942,  and  1943,  the  outstanding  common 
stock  of  the  taxpayer  amounted  to  4,000,000  shares; 
and  there  was  preferred  stock  outstanding  in  the 
amount  of  540,000  shares  in  1941,  460,796  shares  in 
1942,  and  405,146  shares  in  1943.  Transamerica  and 
its  subsidiaries  owned  common  and  preferred  stock 
of  the  taxpayer  in  1941,  1942,  and  1943  in  the 
following  amounts  set  forth  below  (R.  125-126)  : 
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Stock  owned  by  Transamerica  and  subsidiaries 


1943 


Common 

(Outstanding) . 

Preferred 

(Outstanding) . 


899, 820 

(4,  000,  000) 

500, 844 

(540,  000) 


692, 394 

(4,  000,  000) 

425, 174 

(460,  796) 


570, 134 

(4,  000,  000) 

370,  634 

(405, 146) 


Capital  Company  (hereinafter  sometimes  referred 
to  as  "  Capital")  is  a  wholly  owned  subsidiary  of 
Transamerica  Corporation  and  is  engaged  in  the  real 
estate  business.     (R.  126.) 

Sometime  in  1941,  R.  G.  Smith,  who  was  the  execu- 
tive vice-president  of  the  taxpayer  and  the  president 
of  Merchants,  conferred  with  E.  C.  Woodruff,  the 
president  of  Capital.  An  agreement  was  reached  be- 
tween these  two  executives  in  behalf  of  their  respec- 
tive companies.  (R.  126.)  It  was  stipulated  that 
this  agreement  provided  (R.  35-36,  127-128)  : 

*  *  *  That  the  Bank  [taxpayer]  or  Mer- 
chants would  execute  deeds  to  Capital  Com- 
pany with  respect  to  [certain]  banking  premises 
*  *  * ;  that  Capital  Company  would  accept 
delivery  of  such  deeds;  that  Capital  Company 
would  deliver  its  checks  to  the  Bank  [taxpayer] 
and  to  Merchants  in  amounts  equal  to  the  value 
of  said  premises  as  appraised  by  the  American 
Appraisal  Company;  that  the  Bank  [taxpayer] 
intended  to  and  would  receive  back,  deeds  to  the 
said  property  within  thirty  days  or  so  after  de- 
livery of  deeds  thereto  to  Capital  Company,  and 
Capital  Company  agreed  to  execute  and  deliver 
deeds  to  said  property  to  the  Bank  or  Merchants 
at  any  time  upon  request  of  the  Bank;  that  there 
would  not  be  any  written  agreement  between  the 
Bank,  Merchants  and  Capital  Company  providing 
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for  the  execution  and  delivery  of  deeds  from 
Capital  Company  to  the  Bank  or  to  Merchants; 
that  when  the  Bank  requested  delivery  of  deeds 
to  such  property  from  Capital  Company  to  it  or 
to  Merchants,  the  Bank  or  Merchants  would 
give  its  check  to  Capital  Company  for  the  same 
amount  of  the  check  which  Capital  Company  gave 
the  Bank  or  Merchants  for  the  respective  prop- 
erty, plus  acquisition  costs  incurred  by  Capital 
Company  in  connection  with  the  transaction ;  and 
that  between  the  time  of  the  delivery  of  the  deeds 
with  respect  to  the  respective  properties  from  the 
Bank  or  from  Merchants  to  Capital  Company, 
and  the  time  of  the  delivery  of  the  deeds  Avith 
respect  to  the  respective  properties  from  Capital 
Company  to  the  Bank  or  to  Merchants,  the  Bank 
would  pay  to  Capital  Company  as  rental  amounts 
equal  to  6%  per  annum  net  upon  the  amounts 
paid  by  Capital  Company  to  the  Bank  or  to 
Merchants,  as  aforesaid.     *     *     * 

Pursuant  to  this  agreement,  Merchants  deeded  four 
of  the  banking  premises  to  which  it  held  title  to  Capi- 
tal in  1941,  and  Capital,  in  turn,  deeded  the  properties 
to  the  taxpayer  shortly  thereafter.  (R.  79.)  The 
amounts  paid  by  the  taxpayer  to  Capital  were  the 
same  as  the  amounts  which  had  been  paid  by  Capital 
to  Merchants.  Merchants  showed  losses  from  these 
transactions  on  its  books  and  in  its  tax  return  in  the 
total  amount  of  $503,373.97.  In  1942  Merchants 
similarly  deeded  ten  of  the  banking  premises  to  which 
it  held  title  to  Capital  which,  in  turn,  deeded  them 
to  the  taxpayer  for  the  same  amounts  which  it  had 
paid  to  Merchants.  (R.  79.)  Merchants  showed 
losses    from    these    transactions    in    the    amount    of 
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$463,593.85  on  its  books  and  in  its  tax  return. 
(R.  128.) 

In  the  year  1941,  the  taxpayer  executed  and  de- 
livered to  Capital  deeds  to  sixteen  banking  premises. 
About  thirty  days  after  each  deed  was  delivered  to 
Capital,  Capital  executed  and  delivered  a  deed  to  the 
same  property  to  Merchants.  The  amounts  received 
by  the  taxpayer  from  Capital  were  the  same  as  the 
amounts  which  were  paid  to  Capital  by  Merchants. 
(R.  79.)  According  to  the  taxpayer's  books  and  tax 
return,  these  transactions  resulted  in  losses  to  it  in 
1941  which  totalled  $1,383,039.64.  In  the  year  1943, 
the  taxpayer  executed  and  delivered  to  Capital  deeds 
to  eight  banking  premises.  About  thirty  days  after 
each  deed  was  delivered,  Capital  executed  and  de- 
livered a  deed  to  the  same  property  to  Merchants. 
The  amounts  received  by  the  taxpayer  from  Capital 
for  these  properties  were  the  same  as  the  amounts 
received  by  Capital  from  Merchants.  (R.  79,  128- 
129.)  The  eight  transfers  by  the  taxpayer  in  1943, 
the  details  of  which  are  set  out  in  the  Tax  Court's 
findings  (R.  130),  resulted  in  an  alleged  loss  of 
$464,811.68,  which  the  taxpayer  claimed  in  its  return 
and  which  the  Commissioner  disallowed.  The  de- 
ductibility of  this  loss  is  the  only  issue  involved  here. 
(R.  131.) 

In  carrying  out  the  above  transactions,  all  formali- 
ties in  connection  therewith,  such  as  the  execution 
and  recording  of  deeds,  the  affixing  of  documentary 
stamp  taxes,  the  transfer  of  fire  insurance,  and  the 
recording  of  the  transactions  on  the  books  of  all  com- 
panies as  purchases  and  sales  of  property,  were  com- 
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plied  with.  When  the  properties  were  deeded  to  Capi- 
tal, the  outstanding  fire  insurance  policies  covering 
the  respective  properties  were  amended  by  riders  to 
provide  that  any  loss  payable  thereunder  should  be 
paid  to  Capital;  and  when  Capital  deeded  the  prop- 
erties to  the  taxpayer  or  to  Merchants,  the  policies 
were  again  amended  by  riders  to  provide  that  any  loss 
payable  thereunder  should  be  paid  to  the  taxpayer  or 
to  Merchants,  respectively.  (R.  131.) 

Upon  the  execution  and  delivery  of  the  deeds  to  the 
respective  properties  by  the  taxpayer  or  Merchants  to 
Capital,  the  taxpayer  and  Capital  executed  a  " lease" 
agreement  with  respect  to  each  property,  which  pro- 
vided for  the  payment  by  the  taxpayer  to  Capital  of  a 
"rental"  equal  to  a  return  of  6  per  cent  per  year  to 
Capital  on  the  money  which  it  had  paid  out.     (R.  131.) 

All  of  the  properties  to  which  Merchants  acquired 
formal  title  through  Capital  were  immediately  leased 
by  Merchants  to  the  taxpayer  under  the  same  form 
of  a  basic  lease  agreement  between  those  parties  as 
stated  above.    (R.  131.) 

At  all  times  pertinent  to  this  proceeding,  the  bank- 
ing properties  which  were  the  subject  of  the  trans- 
actions involved  herein  were  occupied  and  used  by 
branches  of  the  taxpayer.  It  was  not  contemplated 
at  any  time  that  there  would  be  any  interruption  or 
change  in  the  use  and  occupancy  of  the  banking  prop- 
erties by  the  branches  of  the  taxpayer  which  occupied 
them.     (R.  131-132.) 

In  his  notice  of  deficiency  the  Commissioner  ex- 
plained his  reasons  for  disallowing  the  above  deduc- 
tion as  follows  (R.  19)  : 
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(1)  Net  loss  claimed  on  the  sale  of  assets  other 
than  capital  assets  includes  losses  of  $464,811.68 
on  the  sale  of  certain  banking  premises  to  the 
Capital  Company.  The  Capital  Company  held 
legal  title  to  these  properties  for  a  period  of  one 
month  and  received  rent  from  you  for  such  period 
of  ownership.  The  properties  were  then  sold  by 
the  Capital  Company  to  the  Merchants  National 
Realty  Corporation,  your  wholly  owned  subsidi- 
ary. 

The  Transamerica  Corporation  controlled  all 
of  the  outstanding  shares  of  the  Capital  Com- 
pany. Approximately  22  per  cent  of  your  stock 
was  owned  by  the  Transamerica  Corporation 
group. 

Under  date  of  August  1,  1936,  you  entered  into 
an  agreement  with  the  Merchants  National 
Realty  Corporation  whereby  you  leased  from  the 
Merchants  National  Realty  Corporation  certain 
banking  premises.  The  rental  was  to  be  an 
amount  equal  to  the  total  of  all  expenses  and 
charges  of  the  lessor  allowable  to  said  lessor  as 
deductions  from  gross  income  for  federal  income 
tax  purposes,  less  an  amount  equal  to  the  total 
income  of  the  lessor  derived  from  all  other 
sources.  The  result  of  this  agreement  is  that  all 
operations  of  the  Merchants  National  Realty  Cor- 
poration were  merged  with  your  operations, 
leaving  no  income  of  the  Merchants  National 
Realty  Corporation  subject  to  income  tax. 

It  is  held  that  no  deductible  loss  resulted  from 
the  sale  of  banking  premises  to  the  Capital  Com- 
pany. Your  taxable  income  is,  therefore,  in- 
creased $464,811.68. 
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On  the  basis  of  the  foregoing  facts  the  Tax  Court 
found  as  a  fact  that  (R.  133)  : 

Capital  was  merely  a  conduit  through  which 
petitioner  [taxpayer]  made  formal  transfers  of 
the  title  to  the  eight  properties  involved  in  this 
proceeding  to  its  subsidiary,  Merchants.  The 
transfers  of  title  to  the  eight  properties  by  peti- 
tioner [taxpayer]  to  Capital  did  not  constitute 
bona  fide  sales  of  the  parcels  of  property  to  Capi- 
tal. 

Petitioner  [taxpayer]  at  all  times  had  complete 
ownership,  dominion,  and  control  over  Merchants 
and  over  each  of  the  eight  parcels  of  property. 

SUMMARY   OF  ARGUMENT 

The  Internal  Revenue  Code  provides  that  in  com- 
puting the  taxable  net  income  of  a  corporation  there 
shall  be  allowed  as  a  deduction,  among  others,  losses 
sustained  during  the  taxable  year  and  not  compen- 
sated for  by  insurance  or  otherwise.  The  loss,  to  be 
deductible,  must  be  a  real  loss  and  the  burden  is  upon 
the  taxpayer  claiming  such  deduction  to  prove  that 
a  loss  was  actually  sustained  during  the  taxable  year. 
In  order  for  a  loss  upon  a  sale  of  property  to  be 
deductible  it  must  be  a  bona  fide  sale.  Where  an 
alleged  sale  of  property  is  made  as  a  part  of  a  com- 
posite plan  which  includes  an  agreement  for  reacqui- 
sition  of  the  property  sold,  and  the  plan  is  carried 
out,  no  deductible  loss  is  incurred  as  a  result  of  the 
purported  "sale."  It  makes  no  difference  that  the 
property  is  to  be  reacquired  by  a  subsidiary  or  a 
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close  affiliate  of  the  original  seller  rather  than  by  the 
seller  itself. 

Here  the  taxpayer  purportedly  "sold"  certain  of 
its  banking  premises  to  Capital  Company  under  an 
oral  agreement  previously  entered  with  officers  of 
Capital  Company  whereby  Capital  Company  would 
reconvey  the  same  properties  at  the  same  price  to 
Merchants  National  Realty  Corporation  about  thirty 
days  later.  This  agreement  between  the  taxpayer 
and  Capital  Company  was  purposely  not  reduced  to 
writing  but  it  was  fully  executed  in  the  case  of  each 
transfer  of  property.  Capital  Company  accepted 
title  to  the  premises  involved,  and  later  transferred 
such  title  to  Merchants  purely  as  an  accommodation 
to  the  taxpayer  and  the  fact  that  the  agreement  to 
retransfer  was  not  reduced  to  writing  does  not  make 
the  transfers  to  Capital  Company  completed  sales 
which  resulted  in  deductible  losses. 

The  only  purpose  of  these  transfers  of  property, 
other  than  a  possible  tax  saving  which  might  result, 
was  to  effect  a  reduction  in  the  net  book  value  of  its 
banking  facilities  as  required  by  the  Comptroller  of 
the  Currency,  but  in  a  way  chosen  by  the  taxpayer. 
The  properties  were  transferred  to  Capital  Company 
at  a  price  less  than  the  taxpayer's  adjusted  basis  for 
computing  gain  or  loss  thereon,  and  were  retrans- 
ferred  to  Merchants  at  the  same  price.  Under  the 
facts  of  this  case  the  transfer  of  title  to  the  prop- 
erties involved  to  Merchants  did  not  result  in  a 
deductible  loss  to  the  taxpayer. 
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ARGUMENT 

I 

The  Tax  Court  did  not  err,  under  the  facts,  in  holding  that 
the  taxpayer  did  not  sustain  a  deductible  loss  for  the  taxable 
year  1943  on  the  transactions  here  involved 

In  this  proceeding  the  taxpayer  is  claiming  a  de- 
duction of  $464,811.68 x  from  its  gross  income  for 
1943  as  a  loss  allegedly  sustained  during  that  year, 
under  the  circumstances  stipulated  by  the  parties, 
upon  the  transfer  of  banking  premises  occupied  by 
eight  of  its  branch  banks.  The  deduction  is  claimed 
under  Section  23  (f)  of  the  Internal  Revenue  Code, 
supra,  which  provides  that  in  computing  taxable  net 
income  of  a  corporation  there  shall  be  allowed  as  a 
deduction  from  gross  income,  "losses  sustained  during 
the  taxable  year  and  not  compensated  for  by  insur- 
ance or  otherwise." 

It  has  long  been  settled  that  deductions  from  gross 
income  and  exemptions  from  tax  are  granted  only 
as  a  matter  of  legislative  grace;  that  statutes  grant- 
ing such  deductions  or  exemptions  are  to  be  strictly 
construed;  and  that  the  burden  is  upon  the  taxpayer 
claiming  exemption  or  a  deduction  from  gross  income 
to  bring  himself  squarely  within  the   provisions   of 

1  The  taxpayer  admits  that  the  amount  actually  deductible 
would  be  subject  to  recomputation  as  a  result  of  this  Court's  de- 
cision in  Bank  of  America  National  Trust  <&  Savings  Assn.  v. 
United  States,  168  F.  2d  399,  certiorari  denied,  335  U.  S.  827, 
which  would  affect  the  basis  for  computing  losses  in  this  case  if 
it  is  eventually  held  as  a  matter  of  law  that  the  transactions  in- 
volved resulted  in  deductible  losses  (R.  46-49,  56). 


18 

the  statute  granting  such  relief.2  It  likewise  is  equally 
well  settled,  as  will  more  fully  appear  from  the  fol- 
lowing discussion,  that  any  alleged  loss,  to  be  deduc- 
tible for  income  tax  purposes,  must  be  actually  "sus- 
tained" by  the  taxpayer.3  Finally,  the  question 
whether  a  deductible  loss  has  been  sustained  is  essen- 
tially a  question  of  fact  to  be  determined  in  the  first 
instance  by  the  trial  court,  leaving  for  determination 
by  the  appellate  court  only  the  question  whether  the 
trial  court's  conclusion  was  "clearly  erroneous." 
Rule  52  (a)  of  the  Federal  Rules  of  Civil  Procedure. 
Barnhart-Morrow  Consol.  v.  Commissioner,  150  F. 
2d  285  (C.  A.  9th)  ;  M otter  v.  Wallace,  72  F.  2d  678 
(C.  A.  10th). 

The  substantive  requirements  of  deductibility  of 
an  alleged  loss  are  succinctly  stated  in  the  Treasury 
Regulations  promulgated  under  the  Internal  Revenue 
Code.  Section  29.23  (e)-l  of  Regulations  111,  supra, 
relating  to  losses  sustained  by  individuals  and  not 
compensated  for  by  insurance  or  otherwise,  aptly 
states  that  in  general  losses  for  which  an  amount  may 
be  deducted  from  gross  income  must  be  evidenced  by 
"closed  and  completed  transactions,  fixed  by  identi- 
fiable events,  bona  fide  and  actually  sustained  during 
the  taxable  period  for  which  allowed."  Section  29.23 
(f )-l  of  Regulations  111,  supra,  provides  that,  so  far 
as  material,  the  provisions  of  the  Regulations  relating 

2  Burnet  v.  Houston,  283  U.  S.  223,  227 ;  Woolford  Realty  Co. 
v,  #08^28.6  U.  S.  319,  326.;  II  f eld  Co.  v.  Hernandez,  292  U.  S.  62, 
66 ;  Deputy  v.  du  Pont,  308  U.  S.  488,  493 ;  Helvering  v.  Northwest 
Steel  Mills,  311  U.  S.  46, 49. 

3 Burnet  v.  Huff,  288  U.  S.  156,  and  cases  cited;  Gregory  v.  Hel- 
vering,  293  U.  S.  465. 
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to  the  deductibility  of  losses  sustained  by  individuals 
are  generally  applicable  as  well  to  corporations. 

Since,  as  stated  above,  the  question  whether  a  de- 
ductible loss  has  been  sustained  within  the  meaning 
of  the  taxing  statute  is  primarily  a  question  of  fact 
to  be  determined  in  the  first  instance  by  the  trial 
court  on  the  basis  of  the  evidence  before  it,  the  only 
useful  purpose  which  could  be  served  by  a  review  of 
any  or  all  of  the  great  number  of  decided  cases  in- 
volving deductibility  of  alleged  losses  is  to  demon- 
strate the  applicability  of  the  above  principles  to  the 
facts  of  the  particular  case  under  consideration.  And 
when  the  facts  of  the  instant  case  are  considered  in 
the  light  of  the  above  principles  it  will  be  seen  that 
the  decision  of  the  Tax  Court  herein  not  only  is  not 
"clearly  erroneous",  but  that  it  is  clearly  right.  In 
other  words,  the  complete  answer  to  the  taxpayer's 
protestations  of  error  on  the  part  of  the  Tax  Court, 
and  its  lengthy  and  somewhat  repetitious  argument 
(Br.  14-73),  is  that  the  taxpayer  did  not  suffer  any 
real  loss  as  a  result  of  the  circuitous  transactions 
upon  which  it  bases  its  claim  for  deduction. 

The  stipulated  facts  in  this  case  (R.  31-41)  plus  the 
documentary  exhibits  introduced  in  evidence  (R.  61- 
116) ,  clearly  show  that  there  was  no  real  disposition  by 
the  taxpayer,  or  even  an  intended  disposition,  of  the 
branch  banking  properties  on  which  the  loss  here  in- 
volved is  claimed.  No  real  loss  was  suffered.  On 
the  recommendation  of  his  bank  examiners  the  Comp- 
troller of  the  Currency  required  the  taxpayer  to  write 
down  or  charge  off  a  substantial  amount  from  the 
book  value  of  its  banking  premises  account.     The  tax- 
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payer  contended  that  the  Comptroller  of  the  Currency 
had  no  authority  to  make  such  a  demand  upon  it. 
But  in  a  circuitous  way  the  taxpayer  complied  with 
the  Comptroller's  demand,  and  that  is  the  only  sub- 
stantive thing  accomplished  by  the  transactions  out- 
lined above.  In  its  opinion  the  Tax  Court  held  (R. 
140,  142)  that  the  Comptroller  of  the  Currency  had 
authority  to  require  this  reduction  in  the  book  value 
of  the  taxpayer's  banking  facilities.  But  whether 
there  was  authority  for  the  Comptroller's  require- 
ments does  not  appear  to  be  material  here.  As  stated, 
the  taxpayer  did  comply  with  them.  The  mechanics 
adopted  by  the  taxpayer  to  effect  these  requirements 
of  the  Comptroller  constitute  the  basis  of  its  claim 
for  a  loss  deduction  for  1943,  which  is  the  year  in- 
volved here.  But,  as  we  will  show  below,  in  addition 
to  the  requirements  of  the  Comptroller  the  taxpayer 
also  had  tax  savings  in  mind  when  it  adopted  these 
mechanics. 

The  taxpayer  very  aptly  prefaces  its  argument  with 
the  statement  (Br.  14)  that  the  relationship  between 
the  parties  to  the  sales  transactions  here  involved  is 
of  primary  importance  in  determining  whether  the 
decision  of  the  Tax  Court  is  right  or  wrong.  It  was 
this  relationship  between  the  corporations  involved, 
and  their  officers,  which  made  it  possible  for  the  tax- 
payer to  accomplish  in  the  manner  it  did  the  reduction 
in  book  value  of  its  banking  facilities  as  required  by 
the  Comptroller  of  the  Currency  without  incurring 
any  risk  of  actual  loss  of  such  properties.  It  was 
this  relationship  between  the  parties,  and  the  arrange- 
ments which  the  taxpayer  was  able  to  make  before  it 
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transferred  any  of  its  banking  properties,4  which  led 
to  the  affirmative  finding  by  the  Tax  Court  (R.  133) 
that  Capital  Company  was  merely  a  conduit  through 
which  the  taxpayer  made  formal  transfers  of  title  to 
the  eight  properties  here  involved  and  that  these 
transfers  of  title  did  not  constitute  bona  fide  sales  of 
those  particular  properties  to  the  Capital  Company. 
A  substantial  part  of  the  taxpayer's  argument  (Br. 
17-68)  is  devoted  to  the  proposition  that  the  Tax 
Court  erred  in  finding  (R.  133)  that  the  sales  of  these 
particular  branch  banking  premises  to  the  Capital 
Company  were  not  bona  fide  sales,  but  that  Capital 
Company  merely  served  as  a  conduit  through  which 
legal  title  was  transferred  to  Merchants  National 
Realty  Corporation,  the  taxpayer's  wholly  owned  sub- 
sidiary. Throughout  its  argument  the  taxpayer  in- 
sists that  this  circuitous  means  of  reducing  the  book 
value  of  its  banking  premises  was  not  prompted  by 
any  tax  saving  motive.  Its  argument  is  that  this 
method  of  complying  with  the  requirements  of  the 
Comptroller  of  the  Currency  was  adopted  solely  to 
avoid  setting  a  precedent  which  might  be  embarrass- 
ing in  the  future  because  it  did  not  agree  that  the 
Comptroller  could  require  it  to  write  down  the  book 
value  of  its  banking  premises.  Br.  18,  19,  20,  25,  28, 
36,  39,  41,  45,  47,  52,  55,  56-57,  62,  64-65,  66,  71.) 

4  Similar  transfers  of  branch  banking  premises,  either  from  the 
taxpayer  to  National  Merchants  Realty  Corporation,  or  vice  versa, 
during  1941  and  1942,  through  Capital  Company  (E.  34-37,  39), 
which  were  executed  for  the  same  general  purpose,  are  not  involved 
here.  Apparently  the  tax  liability  for  those  years  involving  this 
issue  is  pending  before  the  Bureau  of  Internal  Revenue  on  refund 
claims.     (R.  46.) 
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But  this  argument  is  not  very  convincing  because  the 
taxpayer  did  establish  a  precedent  which  would  be  as 
effective  in  the  future,  so  far  as  the  Comptroller  of 
the  Currency  is  concerned,  as  if  it  had  simply  written 
down  the  book  value  of  its  banking  premises.  The 
record  clearly  shows  that  the  Comptroller  of  the 
Currency  was  not  interested  in  the  method  adopted 
by  the  taxpayer  in  complying  with  his  requirements. 
Any  method  adopted  then  would  seem  to  set  a  prece- 
dent, if  that  was  the  taxpayer's  chief  worry,  as  it 
would  have  this  Court  believe,  if  the  Comptroller 
of  the  Currency  should  see  fit  to  require  a  similar 
reduction  of  book  values  at  a  future  date. 

Also,  there  is  no  merit  to  the  taxpayer's  repeated 
assertion  that  there  was  no  tax  motive  involved  in 
the  method  selected  to  effect  the  reduction  in  book 
values  required  by  the  Comptroller  of  the  Currency. 
The  memorandum  of  the  taxpayer's  tax  counsel  (R. 
91-95)  clearly  shows  that  taxes  were  a  major  con- 
sideration. In  fact,  on  the  record  as  a  whole,  there 
is  more  justification  for  claiming  that  the  method 
adopted  by  the  taxpayer  to  effect  a  reduction  in  the 
book  value  of  its  branch  banking  properties  was 
solely  for  the  purpose  of  securing  a  loss  deduction 
than  there  is  for  the  taxpayer's  contention  that  the 
method  adopted  was  solely  to  spite  the  Comptroller 
of  the  Currency.  In  our  opinion  the  Tax  Court  in- 
dulged in  understatement  when  it  said  (R.  140) : 
"The  evidence  shows  that  possible  tax  advantages 
were  an  important  consideration  in  arriving  at  the 
complicated  form  in  which  the  simple  requirement 
of   the    Comptroller   was   met."     However,    the    Tax 
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Court's  decision  was  not  based  upon  any  intent  on 
the  part  of  the  taxpayer  to  effect  a  tax  saving  while 
complying  with  the  requirements  of  the  Comptroller. 
It  was  based  upon  the  conclusion,  from  the  evidence, 
that  no  loss  was  actually  sustained  by  the  taxpayer 
as  a  result  of  the  transactions  here  involved.  As  the 
Supreme  Court  said  in  Minnesota  Tea  Co.  v  Helvering, 
302  U.  S.  609,  613,  "A  given  result  at  the  end  of  a 
straight  path  is  not  made  a  different  result  because 
reached  by  following  a  devious  path." 

In  its  opinion  the  Tax  Court  relied  to  some  extent 
upon  the  decisions  of  the  Supreme  Court  in  Higgins 
v.  Smith,  308  U.  S.  473;  Gregory  v.  Helvering,  293 
U.  S.  465;  Burnet  v.  Huff,  288  U.  S.  156;  and  Weiss 
v.  Wiener,  279  U.  S.  333.  (R.  134,  139,  143.)  The 
taxpayer  admits  (Br.  27-28)  that  Burnet  v.  Huff  and 
Weiss  v.  Wiener,  supra,  stand  for  the  proposition  that 
a  loss  from  an  alleged  sale  must  be  real  and  actual. 
That  should  be  a  sufficient  answer  here  because  the 
facts  show  that  this  taxpayer  did  not  sustain  an  actual 
loss  in  the  transfer  of  the  eight  banking  premises 
to  its  wholly  owned  subsidiary.  We  cannot  agree 
with  the  taxpayer  (Br.  27-28)  that  these  decisions  are 
of  no  help  in  determining  the  issue  here  involved. 

The  taxpayer  then  proceeds  to  argue  (Br.  28-38) 
that  the  decisions  in  Gregory  v.  Helvering  and  Hig- 
gins v.  Smith,  supra,  are  inapplicable  here  because 
the  transactions  which  the  courts  held  should  be  dis- 
regarded in  those  cases  were  entered  into  solely  for 
tax  saving  purposes,  while  the  transactions  involved 
in  this  proceeding  had  no  tax  saving  motive.     The 
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taxpayer  is  wrong  in  insisting  that  there  was  no  tax 
saving  motive  behind  the  transfers  of  property  here 
involved.  But  laying  aside  any  consideration  of  tax 
saving,  it  is  clear  that  these  two  decisions,  and  many 
which  have  followed  them,  are  not  based  primarily 
upon  the  tax  saving  motive  which  prompted  the  trans- 
actions involved  in  those  cases.  In  Gregory  v.  Hel- 
vering,  supra,  the  Supreme  Court,  after  pointing  out 
(p.  469)  that  a  taxpayer  has  a  right  to  minimize  or 
avoid  his  taxes  by  any  means  which  the  law  permits, 
said :  ' '  But  the  question  for  determination  is  whether 
what  was  done,  apart  from  the  tax  motive,  was  the 
thing  which  the  statute  intended."  (Italics  supplied.) 
The  Court  then  added  that  the  "reasoning  of  the 
court  below  in  justification  of  a  negative  answer  leaves 
little  to  be  said."  The  opinion  of  the  Court  of  Ap- 
peals for  the  Second  Circuit  in  that  case 5  makes  it 
clear  that  the  presence  of  a  tax  saving  motive  was 
not  the  only  consideration  in  its  decision.  This  is 
strengthened  by  the  recent  opinion  of  Judge  Learned 
Hand  (who  wrote  the  Court  of  Appeals  opinion  in 
the  Gregory  case)  in  Commissioner  v.  Transport,  Trad, 
d-  Term,  Corp.,  176  F.  2d  570,  certiorari  denied,  338 
U.  S.  955,  where  he  said  (p.  572)  : 

The  doctrine  of  Gregory  v.  Helvering,  supra, 
which  we  here  hold  to  be  controlling,  is  not  lim- 
ited to  cases  of  corporate  reorganizations.  It  has 
a  much  wider  scope;  it  means  that  in  constru- 
ing words  of  a  tax  statute  which  describe  com- 
mercial or  industrial  transactions  we  are  to 
understand  them  to  refer  to  transactions  entered 

5  Helvering  v.  Gregory,  69  F.  2d  809. 
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upon  for  commercial  or  industrial  purposes  and 
not  to  include  transactions  entered  upon  for  no 
other  motive  but  to  escape  taxation. 

Incidentally,  it  should  be  noted  that  the  Supreme 
Court  denied  certiorari  in  the  Transport  Trading  <& 
Terminal  Corp.  case,  supra,  on  February  13,  1950, 
after  it  had  decided  United  States  v.  Cumberland  Pub. 
Serv.  Co.,  338  U.  S.  451,  also  relied  upon  by  the  tax- 
payer (Br.  48-49).  The  only  respect  in  which  the 
latter  case  seems  to  be  applicable  here  is  that  it 
emphasizes  the  factual  nature  of  cases  of  this  char- 
acter and  that  the  decision  of  the  trial  court  should 
not  be  reversed  unless  clearly  erroneous. 

We  submit  that,  despite  the  taxpayer's  argument 
(Br.  47-68),  the  Tax  Court  correctly  held  (R.  137) 
that  the  facts  in  this  proceeding  show  beyond  any 
doubt  that  there  were  no  real  and  complete  sales  of 
any  of  the  banking  properties  to  Capital  Company 
by  the  taxpayer  in  the  taxable  year  here  involved 
which  resulted  in  a  deductible  loss  for  tax  purposes. 
It  is  true  that  legal  title  to  the  properties  was  trans- 
ferred to  Capital  Company  in  1943.  But  in  deter- 
mining whether  a  loss  on  an  alleged  sale  has  been 
sustained  for  tax  purposes  the  transfer  of  title  is 
only  one  of  the  elements  to  be  considered.  Prior  to 
any  transfers  of  banking  premises  to  Capital  Com- 
pany in  1941,  either  by  the  taxpayer  or  by  Merchants 
National  Realty  Corporation,  the  taxpayer  entered 
into  an  oral  agreement  with  the  president  of  Capital 
Company  (R.  35-37)  which,  if  carried  out,  would 
insure  the  taxpayer  against  losing  dominion  and  con- 
trol over  any  of  the  transferred  banking  premises, 
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even  during  the  brief  period  that  title  was  lodged 
in  Capital  Company,  and  would  insure  the  reacqui- 
sition  of  title  by  the  taxpayer  or  its  wholly  owned 
subsidiary  after  the  lapse  of  the  brief  period  of  thiry 
days  or  so.  In  each  instance,  in  1941  and  1942  as 
well  as  for  the  year  here  involved,  where  title  to  one 
of  the  taxpayer's  branch  banking  premises  was  trans- 
ferred to  Capital  Company  by  the  taxpayer  or  by 
Merchants  the  title  was  retransferred  to  ■oncor  the 
other  by  Capital  Company  about  thirty  days  later. 
In  each  instance  the  particular  branch  bank  con- 
tinued to  occupy  the  premises  under  a  so-called 
"lease"  agreement  (R.  36,  38,  81-87)  under  which, 
for  the  short  period  during  which  title  was  in  Capital 
Company,  the  latter  received  from  the  taxpayer  as 
"rental"  an  amount  equal  to  6%  per  annum  on  the 
price  at  which  the  property  was  transferred  to  Capital 
Company.  In  making  this  agreement  with  the  tax- 
payer the  officers  of  Capital  Company  were  assured 
that  in  the  case  of  any  transfer  of  title  to  Capital 
Company  the  taxpayer  "intended  to  and  would  re- 
ceive back"  deeds  to  the  property  within  thirty  days 
or  so  after  such  deeds  were  delivered  to  Capital  Com- 
pany (R.  36). 

It  is  clear  from  the  record,  and  the  taxpayer  does 
not  contend  otherwise,  that  in  executing  these  trans- 
fers of  title  to  Capital  Company  the  taxpayer  had  no 
intention  of  parting  with  title  to  the  properties  in- 
volved or  of  surrending  dominion  or  control  over 
them.  Capital  Company  accepted  and  re-transferred 
title  to  these  properties  solely  as  an  accommodation 
to  the  taxpayer.     It  was  compensated  by  the  tax- 
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payer  for  these  accommodation  services  and  properly 
reported  such  compensation  as  income  in  its  tax  re- 
turns. (R.  38.)  But  it  does  not  follow,  as  con- 
tended by  the  taxpayer  (Br.  45),  that  by  taxing  the 
Capital  Company  on  this  income  the  Commissioner 
has  in  any  way  recognized  the  transfers  of  title  to 
Capital  Company  as  completed  sales  of  the  properties 
involved.  The  transfers  of  title  to  Capital  Company 
were  not  completed  and  closed  transactions,  despite 
all  the  efforts  of  the  taxpayer  to  make  them  appear 
as  such.  These  transfers  were  merely  steps  in  the 
taxpayer's  plan  to  reduce  the  book  value  of  the  bank- 
ing premises  involved  in  some  way  other  than  a  simple 
write-down  of  those  values — which  clearly  would  not 
provide  any  basis  for  a  tax  deduction.  The  taxpayer 
did  not  intend  to,  and  did  not,  part  with  control  and 
dominion  over  these  properties.  As  the  Tax  Court 
pointed  out  (R.  136),  where  a  sale  is  made  as  a  part 
of  a  composite  plan  which  includes,  as  in  this  pro- 
ceeding, an  agreement  for  reacquisition  of  the  prop- 
erty sold,  and  the  plan  is  carried  out,  any  alleged  loss 
suffered  as  a  result  of  the  "sale"  of  the  property 
is  not  deductible.  See  Du  Pont  v.  Commissioner,  118 
F.  2d  544  (C.  A.  3d),  certiorari  denied,  314  U.  S.  623; 
Foster  v.  Commissioner,  96  F.  2d  130  (C.  A.  2d)  ; 
Shoenberg  v.  Commissioner,  11  F.  2d  446  (C.  A.  8th), 
certiorari  denied,  296  U.  S.  586;  Commisisoner  v. 
Dyer,  1±  F.  2d  685  (C.  A.  2d),  certiorari  denied,  296 
U.  S.  586.  Furthermore,  it  makes  no  difference 
whether,  as  here,  the  property  is  to  be  reacquired  by 
a  subsidiary  or  close  affiliate  of  the  original  seller 
rather  than  by  the  seller  itself.    Rand  v.  Helvering, 
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77  F.  2d  450  (C.  A.  8th)  ;  John  M.  Bur  dine  Realty  Co. 
v.  Commissioner,  20  B.  T.  A.  54. 

The  taxpayer  argues  (Br.  38-47),  contrary  to  the 
finding  of  the  Tax  Court  (R.  133),  that  it  lost  do- 
minion and  control  over  the  banking  premises  which 
it  transferred  to  Capital  Company  because  the  agree- 
ment for  retransferring  title  thereto  to  Merchants 
National  Realty  Corporation  was  oral  and  could  not 
have  been  enforced.  It  relies  upon  Sections  1971 
and  1973  of  the  California  Code  of  Civil  Procedure 
(Br.  44),  which  require  such  agreements  to  be  in 
writing.  However,  counsel  failed  to  mention  Section 
1972  of  the  Code  of  Civil  Procedure,  which  provides^ 
Section  1971  must  not  be  construed  to  abridge  the 
power  of  any  court  to  compel  the  specific  performance 
of  an  agreement  in  case  of  part  performance  thereof. 
But  whatever  defense  Capital  Company  might  other- 
wise have  had  by  reason  of  the  fact  that  its  agreement 
to  retransfer  to  Merchants  was  not.  in  writing,  the 
fact  remains  that  this  agreement  was  fully  executed 
in  each  instance  by  the  transfer  of  title  to  Merchants 
approximately  thirty  days  after  title  was  transferred 
to  Capital  Company  by  the  taxpayer.  And  it  is  well 
settled  in  California  that  no  attack  can  be  made 
upon  a  contract  imder  the  statute  of  frauds  after  it 
has  been  fully  performed.  See  James  v.  Hall,  88  Cal. 
App.  528,  264  Pac.  516;  Atkinson  v.  Boynton,  97  Cal. 
App.  759,  276  Pac.  356;  McComsey  v.  Leaf,  36  C.  A. 
2d  132,  97  P.  2d  242.  We  submit  that  to  accept  the 
taxpayer's  argument  under  the  facts  of  this  case  would 
be  to  prefer  form  over  substance. 
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The  taxpayer  cites  or  quotes  from  a  large  number 
of  other  decisions  in  support  of  its  argument  that  the 
transfers  of  banking  premises  were  closed  and  com- 
plete transactions  for  the  purpose  of  establishing  a 
deductible  loss.  (Br.  34-67.)  An  extended  review  of 
these  decisions  could  serve  no  useful  purpose  because, 
like  the  instant  case,  the  decision  in  each  case  de- 
pended primarily  upon  the  facts  of  the  particular 
case  and  can  be  readily  explained  or  distinguished. 
The  taxpayer  lays  particular  stress  (Br.  60-63)  upon 
the  decision  of  the  Board  of  Tax  Appeals  (now  the 
Tax  Court)  in  Bancitaly  Corp.  v.  Commissioner,  34 
B.  T.  A.  494,  appeal  dismissed,  121  F.  2d  452 
(C.  A.  9th).  But,  as  the  Tax  Court  pointed  out  (R. 
137-138),  there  is  little  similarity  between  the  instant 
proceeding  and  that  in  the  Bancitaly  Corp.  case  in 
either  the  matter  of  facts  or  the  issue  involved.  In 
the  Bancitaly  Corp.  case  the  bank  sold  150,000  shares 
of  stock  and  subsequently  reacquired  84,198  of  the 
shares  which  it  had  sold.  The  issue  in  the  case  was 
whether  the  bank  had  realized  taxable  income  upon 
the  sale  of  the  84,198  shares  which  it  subsequently  re- 
purchased. In  that  case  the  Board  expressly  found, 
from  the  evidence  before  it,  that  the  sale  of  the 
150,000  shares  of  stock  and  subsequent  repurchase  of 
84,198  of  those  shares  were  separate  and  independent 
transactions  and  that  the  original  purchaser  was 
under  no  obligation  to  resell  any  of  the  shares  to  the 
bank.  A  similar  finding  here  clearly  is  not  warranted 
by  the  evidence  in  the  instant  case. 

The  agreement  between  the  taxpayer  and  Capital 
Company  under  which   Capital  Company   agreed  to 
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accept  title  to  the  banking  premises  from  the  tax- 
payer or  Merchants  and  retransfer  such  title  to  the 
other  corporation  some  thirty  days  later  purposely 
was  not  reduced  to  writing.  (R.  34-37.)  The  only 
plausible  explanation  for  this  gentlemen's  agreement 
is  that  it  was  thought  by  the  taxpayer  that  not  re- 
ducing this  agreement  to  writing  might  give  the  trans- 
fers a  color  of  reality.  Whether  this  added  color  of 
reality  was  sought  for  the  taxpayer's  gratification  in 
its  dealings  with  the  Comptroller  of  the  Currency,  as 
the  taxpayer  maintains,  or  whether  it  was  sought  for 
tax  purposes,  which  seems  more  logical  since  the 
Comptroller  did  not  care  how  the  reduction  in  book 
value  of  its  banking  facilities  was  accomplished,  it  is 
clear  from  the  record  that  any  risk  which  the  tax- 
payer assumed  as  a  result  of  the  outwardly  unquali- 
fied transfers  of  property  to  Capital  Company  was 
negligible.  The  relationship  of  the  parties  was  such 
as  to  assure  full  compliance  with  this  oral  under- 
standing. According  to  the  taxpayer's  own  statement 
(Br.  61-62),  Bancitaly  Corporation,  mentioned  above, 
was  a  predecessor  of  Transamerica  Corporation,  which 
prior  to  1937  owned  all  of  the  stock  of  the  taxpayer. 
The  stipulation  (R.  39-40)  shows  that  Capital  Com- 
pany was  a  wholly  owned  subsidiary  of  Transamerica 
Corporation,  and  that  in  1943  Transamerica  Corpo- 
ration and  its  subsidiaries  still  owned  about  22%  of 
the  outstanding  stock  of  the  taxpayer.  Joint  Exhibit 
15-0  (R.  95-96)  shows  that  L.  M.  Giannini  was  a 
director  of  Merchants  National  Realty  Corporation 
in  1943.  Joint  Exhibit  16-P  (R.  96-97)  shows  that 
A.  P.  Giannini  was  chairman  of  the  board  of  directors 
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of  the  taxpayer  and  that  L.  M.  Giannini  (son  of  A.  P. 
Giannini)  was  president,6  chairman  of  the  general 
executive  committee,  and  a  director  of  the  taxpayer 
during  1943.  The  annual  report  of  Transamerica 
Corporation  (Joint  Exhibit  19-S,  not  printed)  for 
1943  also  shows  that  A.  P.  Giannini  was  chairman  of 
the  board  of  directors  of  that  corporation  in  1943  and 
that  L.  M.  Giannini  was  a  director  and  a  member  of 
the  executive  committee.  What  other  connection,  if 
any,  existed  between  the  two  groups  of  corporations 
is  not  shown  by  the  record,  but  this  is  sufficient  to 
indicate  that  the  oral  agreement  to  reconvey,  whatever 
its  purpose,  would  be  carried  out.  The  best  proof  of 
good  faith,  however,  is  that  reconveyances  were  made 
in  each  case  as  agreed  upon. 

II 

The  transfers  of  title  of  banking  premises  to  its  wholly  owned 
subsidiary  in  1943  did  not  result  in  a  deductible  loss  to  the 
taxpayer 

The  taxpayer  finally  argues  (Br.  68-73)  that  even 
if  the  temporary  transfer  of  title  to  the  banking  prem- 
ises involved  to  Capital  Company  in  1943  did  not  con- 
stitute closed  and  completed  transactions  for  tax 
purposes  it  nevertheless  sustained  a  deductible  loss 
on  the  ultimate  transfer  of  those  properties  to  Mer- 
chants National  Realty  Corporation,  its  wholly  owned 
subsidiary.  The  substance  of  its  argument  seems  to 
be  that  regardless  of  any  other  considerations  involved 

6  See  also  annual  reports  of  the  Bank  of  America  (Joint  Ex- 
hibits 17-Q  and  18-R,  not  printed  in  the  record)  for  the  years 
1942  and  1943. 
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the  separate  corporate  identity  of  the  taxpayer  and 
Merchants  cannot  be  disregarded  for  tax  purposes. 
We  think  enough  already  has  been  said  to  show  the 
fallacy  of  this  argument.  The  deduction  was  dis- 
allowed because,  under  the  facts,  no  real  loss  was 
sustained  by  the  taxpayer.  The  situation  is  not  com- 
parable with  the  situation  in  those  cases,  some  of 
which  are  cited  in  the  Appendix  to  the  taxpayer's 
brief,  where  transactions  between  controlled  corpora- 
tions or  between  a  wholly  owned  corporation  and  its 
stockholders  were  found  to  be  genuine  business  trans- 
actions. For  instance,  National  Carbide  Corp.  v. 
Commissioner,  336  U.  S.  422,  so  emphatically  relied 
upon  by  the  taxpayer  (Br.  72,  Appendix  v-vi),  does 
not  stand  for  the  rule,  as  asserted  by  the  taxpayer 
"that  separate  corporate  identities  must  not  be  ig- 
nored." Neither  the  corporations  involved  nor  the 
Commissioner  sought  to  ignore  the  separate  identity 
of  the  participating  corporations.  The  corporate 
taxpayers  involved  in  that  case  were  operating  sub- 
sidiaries of  Air  Eeduction  Corporation,  which  re- 
ceived all  of  their  net  operating  income  over  and  above 
a  6%  return  on  their  capital  stock  under  an  operating 
contract  with  the  subsidiaries.  The  only  question 
decided  by  the  Supreme  Court  was  whether  the  op- 
erating companies  received  and  paid  over  to  the 
parent  this  income  as  agents  of  the  parent  or  as 
operating  taxpayers. 

There  is  nothing  in  National  Carbide  Corp.  v.  Com- 
missioner, supra,  or  any  other  of  the  cases  cited  by 
the  taxpayer  in  its  Appendix  which  would  justify  a 
holding  here  that  the  taxpayer  sustained  a  loss  by 
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the  mere  transfer  of  title  to  some  of  its  banking 
premises  to  Merchants.  The  transfers  were  entirely 
without  substance  so  far  as  the  operation  of  the  tax- 
payer's banking  business  was  concerned.  Merchants 
National  Realty  Corporation  served  no  function  other 
than  to  hold  title  to  some  of  the  taxpayer's  banking 
premises.  (R.  38.)  It  did  not  even  hold  title  to  all 
of  such  properties.  (R.  34.)  Those  properties  to 
which  Merchants  did  hold  title,  including  those  to 
which  title  was  transferred  to  it  in  1943,  were  leased 
to  the  taxpayer  under  a  blanket  lease  agreement 
executed  in  1936  which  left  it  impossible  for  Mer- 
chants to  realize  any  gains  or  losses  from  the  owner- 
ship of  such  properties.  Under  the  circumstances 
here  involved  it  could  make  no  practical  difference 
in  the  operation  of  the  taxpayer's  banking  business 
whether  the  title  to  its  banking  premises  was  held 
by  it  or  Merchants.  We  fail  to  see  where  the  various 
transfers  of  title  between  the  taxpaper  and  Merchant, 
both  in  the  year  here  involved  and  in  the  preceding 
years,  served  any  business  purpose  other  than  to 
effect  a  reduction  in  the  net  book  value  of  such  prop- 
erties as  required  by  the  Comptroller  of  the  Currency 
and  provide  a  basis  for  this  tax  claim.  We  fail  to 
see  where  the  extent  of  Merchants'  net  worth,  the 
volume  of  its  so-called  rental  income  and  deductions, 
and  the  size  of  its  bank  balance,  all  emphasized  by 
the  taxpayer  (Br.  69-70)  could  have  any  bearing  upon 
the  question  here  involved.  The  taxpayer  did  not 
make  any  disposition  of  banking  premises  during  the 
year  here  involved  which  resulted  in  a  deductible  loss 
to  it. 
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CONCLUSION 

The  decision  of  the  Tax  Court  is  right.    It  is  fully- 
supported  by  the  facts  and  the  law.     Since  the  tax- 
payer has  failed  to  show  that  it  is  "  clearly  erroneous/ I 
it  should  be  affirmed. 
Respectfully  submitted. 

Theron  Lamar  Caudle, 
"Assistant  Attorney  General. 
Ellis  N.  Slack, 
Robert  N.  Anderson, 
Fred  E.  Youngman, 
Special  Assistants  to  the  Attorney  General. 

July  1951. 


U.   S.  CUVERNXENl    PRINTING   OFFICE:  1951 


No.  12,881 

IN  THE 

United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Bank  of  America  National  Trust  and 

Savings  Association, 

Appellant, 


vs. 


V 


COMMISSIONER  OF  INTERNAL  REVENUE, 

Appellee. 


APPELLANT'S  REPLY  BRIEF. 


George  H.  Koster, 

300  Montgomery  Street.,  San  Francisco  4,  California, 


Attorney  for  Appellant. 


Bayley  Kohlmeier, 


300  Montgomery  Street,  San  Francisco  4,  California, 

Of  Counsel. 


CLw 


No.  12,881 

IN  THE 

United  States  Court  of  Appeals 
For  the  Ninth  Circuit 


Bank  of  America  National  Trust  and 
Savings  Association, 

Appellant, 
vs. 

Commissioner  of  Internal  Revenue. 

Appellee. 


Y 


APPELLANT'S  REPLY  BRIEF. 


The  Commissioner  of  Internal  Revenue,  the  Re- 
spondent or  Appellee  in  this  ease,  insists  in  his  brief 
that  this  case  is  essentially  a  question  of  fact  and  that 
The  Tax  Court  cannot  be  reversed  unless  its  conclu- 
sions as  to  the  facts  are  " clearly  erroneous"  (Br.  p. 
18).  He  argues  that  The  Tax  Court's  conclusions  are 
clearly  right  and  that  the  taxpayer  did  not  sustain 
a  loss  on  the  sale  of  its  property,  and  The  Tax  Court's 
decision  therefore  should  be  sustained  (Br.  p.  19).  He 
also  argues  that  tax-savings  was  the  motive  for  mak- 
ing the  sale  (Br.  p.  22)  and  that  a  transaction  so 
motivated  should  be  disregarded   as  having  no   real 


Table  of  Authorities  Cited 


Cases  Pages 

Bancitaly  Corporation  vs.  Commissioner,  34  BTA  494 5 

Commissioner  vs.  Behan  (CCA-2-1937)   90  F(2d)    609 2 

Commissioner  vs.  Dyer,  74  F(2d)  685 4 

Du  Pont  vs.  Commissioner,  118  F(2d)   544 5 

Foster  vs.  Commissioner,  96  F(2d)  130 4 

J.  Harold  Frantz  vs.  Commissioner,  BTA  Memo  Docket  82426  5 

National  Carbide  Corp.  vs.  Commissioner,  336  U.S.  412....  5,7 

Rand  vs.  Helvering,  77  F(2d)  450 4 

Rollingwood   Corp.    vs.   Commissioner    (CCA-9,   No.    12728) 

6/21/51    4 

Shoenberg  vs.   Commissioner,  77   F(2d)    446 4 

Southern  Pacific  Co.  vs.  Lowe,  247  U.S.  330 6 

Codes 

Internal  Revenue  Code,  Sections  112(a)  and  111(a) 2 


No.  12,881 

IN  THE 


United  States  Court  of  Appeals 

For  the  Ninth  Circuit 


Bank  of  America  National  Trust  and 
Savings  Association, 

Appellant, 
vs. 

Commissioner  of  Internal  Revenue, 

Appellee. 


APPELLANT'S  REPLY  BRIEF. 


y 


The  Commissioner  of  Internal  Revenue,  the  Re- 
spondent or  Appellee  in  this  case,  insists  in  his  brief 
that  this  case  is  essentially  a  question  of  fact  and  that 
The  Tax  Court  cannot  be  reversed  unless  its  conclu- 
sions as  to  the  facts  are  "clearly  erroneous"  (Br.  p. 
18).  He  argues  that  The  Tax  Court's  conclusions  are 
clearly  right  and  that  the  taxpayer  did  not  sustain 
a  loss  on  the  sale  of  its  property,  and  The  Tax  Court's 
decision  therefore  should  be  sustained  (Br.  p.  19).  He 
also  argues  that  tax-savings  was  the  motive  for  mak- 
ing the  sale  (Br.  p.  22)  and  that  a  transaction  so 
motivated  should  be  disregarded  as  having  no   real 


business  purpose  and  not  bona  fide,  and  therefore  The 
Tax  Court  decision  is  correct. 

If  there  is  a  sale  of  property,  a  loss  is  sustained 
when  the  selling  price  is  less  than  the  cost  (Int.  Rev. 
Code,  Sec.  112(a)  and  111(a)).  In  this  case  it  is  stip- 
ulated that  the  selling  price  was  less  than  cost,  so 
there  is  no  merit  to  the  Government's  argument  that 
no  loss  was  sustained.  The  loss  is  deductible  unless 
the  sale  transaction  can  be  disregarded  as  The  Tax 
Court  concluded,  as  not  being  a  bona  fide  sale. 

The  Tax  Court  said  the  sale  of  the  property  was  not 
bona  fide.  As  Appellant  pointed  out  in  its  Opening 
Brief  (pp.  17-38),  there  is  no  justification  in  fact  or 
law  or  judicial  authority  for  this  conclusion.  To  sup- 
port such  a  conclusion  it  must  be  shown  that  the  sale 
was  made  solely  for  tax-saving  purposes,  and  there 
is  absolutely  nothing  in  the  record  from  which  such 
a  showing  can  be  made.  The  stipulation  shows  that 
a  tax  reduction  resulted  from  the  loss  but  it  does  not 
show  that  the  sale  was  made  for  the  purpose  of  obtain- 
ing the  tax  reduction  (Op.  Br.  p.  20-25 ).*    The  sole 


LThe  loss  results  in  an  immediate  tax  reduction  of  approxi- 
mately $180,000.00,  (40%  of  claimed  loss  of  $464,811.68).  This  is 
not  an  extraordinarily  large  amount  when  compared  with  the 
Bank's  tax  liability  for  1943  of  $6,041,163.77  (R.  23),  and  it  is 
not  a  true  "saving".  The  basis  of  the  property  to  Merchants  is 
the  price  which  it  paid  for  the  property  so  its  basis  for  deprecia- 
tion and  for  computing  gain  or  loss  on  subsequent  sale  is  lower 
than  the  basis  that  the  property  had  in  the  hands  of  the  Bank.  It 
might  very  well  turn  out  that  the  transaction  will  result  in  a 
greater  tax  rather  than  a  tax  saving.  This  point  was  emphasized 
by  the  Court  of  Appeals  for  the  2nd  Circuit  in  Commissioner  vs. 
Behcrn  (1937)  90  F(2d)  609,  in  commenting  upon  whether  a  tax 
reduction  from  a  transaction  in  which  a  new  basis  is  established 
can  be  considered  a  tax  savings. 
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purpose  of  the  sale  was  the  settlement  of  the  contro- 
versy with  the  Comptroller. 

There  is  an  inclination  on  the  part  of  the  Govern- 
ment to  belittle  the  seriousness  of  the  controversy 
with  the  Comptroller.  We  did  not  want  to  fill  the 
record  with  the  entire  story  about  that  controversy 
but  the  record  indicates  that  there  were  other  matters 
involved  (the  reference  to  the  settlement  of  the  bank 
premises  valuation  issue  being  referred  to  as  "  para- 
graph 5  of  Requirements  of  the  Comptroller"  (R. 
61-63)),  and  that  the  settlement  of  the  controversy 
had  been  the  subject  of  " extended  negotiations"  (R. 
66),  and  that  the  Bank  was  extremely  concerned  about 
protecting  its  position  and  the  principles  it  was  advo- 
cating in  the  controversy.  Whether  the  Bank's  posi- 
tion in  this  controversy  with  the  Comptroller  was 
tenable,  or  whether  its  insistence  on  avoiding  any 
move  which  could  be  referred  to  as  a  precedent  detri- 
mental to  its  interests  would  afford  legal  protection 
in  the  future,  is  immaterial  to  the  consideration  of 
this  case.  What  is  material  and  important,  is  the  fact 
that  the  Bank  had  decided  that  such  action  was  im- 
perative for  its  protection,  and  was  willing  to  go  to 
the  trouble  and  expense  of  making  the  sales  involved 
in  this  case  to  carry  out  this  decision.  The  sole  pur- 
pose of  these  sales  was  to  carry  out  this  decision  and 
the  stipulation  so  provides.  This  must  be  recognized 
as  a  real  business  purpose  as  the  Bank  intended  it  to 
be.  The  Government's  brief  does  not  refute  this  con- 
clusion. 


In  the  very  recent  case  of  Rolling-wood  Corp.  vs. 
Commissioner,  No.  12728,  June  21,  1951,  this  Court 
stated:  ''Rule  52(a)  of  the  Federal  Rules  of  Civil 
Procedure  is  plain  in  its  requirements  that  findings 
of  fact  shall  not  be  set  aside  unless  clearly  erroneous. 
It  is  true  that  where  the  facts  are  not  in  dispute  this 
Court  may  draw  inferences  of  its  own.  But  the  ulti- 
mate question  is  whether  the  findings  are  supported 
by  the  record,"  and  the  Court  proceeded  to  show  how 
the  record  established  the  fact  as  found  by  The  Tax 
Court  that  certain  houses  were  held  for  the  purpose 
of  sale.  The  stipulated  facts  supported  such  a  finding. 
In  this  case,  however,  the  stipulated  facts  contain  the 
stipulation  that  the  purpose  of  the  sale  transaction 
was  to  effect  a  settlement  of  the  controversy  with  the 
Comptroller  (Op.  Br.  p.  20-25),  so  any  finding  that 
the  sale  was  made  for  the  sole  purpose  of  saving  taxes 
would  be  in  direct  conflict  with  the  stipulated  facts 
and  therefore  "clearly  erroneous,"  and  without  such 
a  finding  The  Tax  Court's  decision  in  this  case  cannot 
be  sustained  (Op.  Br.  p.  8-14). 

In  the  opening  brief  we  pointed  out  that  once  the 
sale  is  recognized  as  bona  fide  the  deductibility  of  the 
loss  cannot  be  affected  by  the  sale  of  the  property  by 
Capital  Company  to  Merchants  (Op.  Br.  p.  58-67). 
The  cases  cited  by  the  Commissioner  to  support  a 
position  contrary  to  this  conclusion  have  been  ana- 
lyzed in  the  Appellant's  opening  brief.  (Shoenberg 
vs.  Commissioner,  Commissioner  vs.  Dyer,  Rand  vs. 
Helvering,  Op.  Br.  59;  and  the  Foster  vs.  Commis- 


sioner  and  VuPont  vs.  Commissioner,  are  in  principle 
the  same  as  the  other  cases  involving  sales  between 
family  members  and  reacquisition  of  the  property 
originally  sold  where  the  transaction  when  originally 
made  involved  an  agreement  to  repurchase).  In  all 
those  cases  there  was  no  other  motive  for  the  sale  than 
tax  reduction  and  the  repurchase  agreement  was  an 
essential  part  of  the  transaction.  That  is  not  the  kind 
of  a  case  now  before  this  Court. 

If  the  sale  from  Capital  Company  to  Merchants  had 
been  a  necessary  incident  to  accomplish  the  Bank's 
purpose  in  making  the  sale  to  Capital  Company,  the 
arrangement  for  the  later  sale  might  have  justified  a 
disregard  of  the  intermediary  transaction,  but  in  this 
case  it  was  the  sale  from  the  Bank  to  Capital  Com- 
pany which  was  necessary  for  the  accomplishment  of 
the  Bank's  purpose,  the  meeting  of  the  Comptroller's 
requirement,  and  the  sale  from  Capital  Company  to 
Merchants  had  no  relationship  whatever  to  that  objec- 
tive (Op.  Br.  p.  47-58).  The  sale  from  the  Bank  to 
Capital  Company  stands  by  itself  and  must  be  con- 
sidered as  a  single  bona  fide  transaction  (/.  Harold 
Frantz,  BTA  Memo,  and  Bancitaly  Corp.,  cited  p.  60 
of  Op.  Br.).  In  that  light,  the  sale  to  Capital  Com- 
pany must  be  recognized  and  the  loss  resulting  there- 
from must  be  allowed,  and  the  decision  of  The  Tax 
Court  should  be  reversed. 

The  Commissioner  takes  issue  with  our  interpreta- 
tion of  the  National  Carbide  Corp.  vs.  Commissioner 
case,  336  IT.  S.  412   (Op.  Br.  App.  vi).    We  argued 


that  under  this  case  affiliated  companies  had  to  be 
recognized  as  separate  taxpayers  regardless  of  their 
close  relationship  and  the  domination  and  control  of 
one  over  the  other.  We  pointed  out  that  so  long  as 
the  separate  corporate  entities  must  be  recognized  the 
usual  incidents  of  taxation  are  applicable  even  as  to 
transactions  between  them.  In  this  case  the  Supreme 
Court  in  referring  to  the  case  of  Southern  Pacific  Co. 
vs.  Lowe,  247  U.  S.  330  stated: 

"It  is  thus  clear  beyond  doubt  that  the  subsidiary 
was  not  referred  to  as  an  agent  of  the  parent  in  the 
usual  or  technical  sense.  'Agency'  and  'prac- 
tical identity,'  as  those  words  are  used  in  the 
Southern  Pacific  case,  are  unquestionably  opposite 
sides  of  the  same  coin.  The  close  relationship  be- 
tween corporations  because  of  complete  ownership 
and  control  of  one  by  the  other  was  the  basis  for 
the  result  reached,  whatever  its  articulation. 

"That  basis  has  been  repudiated  by  subsequent 
decisions  of  this  Court.  Whatever  the  vitality  of 
Southern  Pacific  Co.  v.  Lowe  on  its  special  facts, 
we  have  held  that  a  corporation  formed  or  oper- 
ated for  business  purposes  must  share  the  tax 
burden  despite  substantial  identity,  in  practical 
operation,  with  its  owner.  Complete  ownership  of 
the  corporation,  and  the  control  primarily  de- 
pendent upon  such  ownership — the  important  in- 
gredients of  the  Southern  Pacific  case — are  no 
longer  of  significance  in  determining  taxability. 
Moline  Properties,  Inc.,  v.  Commissioner,  supra; 
Burnet  v.  Commonwealth  Improvement  Co.,  1932, 
287  U.  S.  415,  53  S.Ct.  198,  77  L.Ed.  399. 

"In  both  of  the  cases  last  cited,  the  agency 
argument  now  urged  upon  us  was  made  and  re- 


jected.  In  both  cases,  Southern  Pacific  Co.  v. 
Lowe,  supra,  was  relied  upon  by  the  taxpayers. 
In  both,  we  found  that  the  contention  that  the 
corporation  was  the  agent  of  its  owner  was  simply 
the  argument  that  the  subsidiary  had  no  corporate 
identity  distinct  from  its  stockholders  in  a  dif- 
ferent form.  *  *  *" 

On  the  basis  of  the  National  Carbide  Corp.  case,  we 
argued  that  the  Bank,  Capital  Company  and  Mer- 
chants must  be  recognized  as  separate  corporate  enti- 
ties and  separate  taxpayers,  and  that  the  acquisition 
of  property  by  Merchants  whether  it  be  from  Capital 
Company  or  from  the  Bank  is  a  transaction  which 
involves  a  tax  incident  upon  the  seller — the  determina- 
tion of  whether  the  seller  realized  a  gain  or  loss  from 
the  sale,  that  the  impact  of  this  incident  cannot  be 
avoided  by  the  fact  that  the  Bank  as  parent  had 
dominion  and  control  over  Merchants,  its  subsidiary. 
We  believe  we  are  correct  in  our  argument  that  if  the 
sale  involved  in  this  case  is  construed  as  a  sale  from 
the  Bank  to  Merchants,  the  loss  suffered  by  the  Bank, 
that  is  the  difference  between  the  selling  price  and 
the  cost  of  the  property,  must  be  allowed  as  a  deduc- 
tion because  the  only  ground  on  which  the  deduction 
could  be  denied  is  that  the  separate  corporate  identity 
of  the  Bank  and  of  Merchants  is  to  be  disregarded 
which  is  directly  contrary  to  the  principle  expressed 
by  the  Supreme  Court  in  the  National  Carbide  Corp. 
case. 

It  is  respectfully  submitted  that  for  the  reasons 
advanced  in  Appellant's  Opening  Brief  and  in  this 
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Brief,  The  Tax  Court  erred  in  its  decision  in  this 
case  and  its  decision  should  be  reversed. 

Dated,  San  Francisco,  California, 
July  25,  1951. 

George  H.  Koster, 

Attorney  for  Appellant. 

Bayley  Kohlmeier, 
Of  Counsel. 
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In  the  District  Court  of  the  United  States 
for  the  District  of  Oregon 

No.  Civ.  4090 

ROBERT  O.  NORMAN, 

Plaintiff, 

vs. 

SPOKANE  -  PORTLAND   &   SEATTLE   RAIL- 
WAY CO.,  a  Corporation, 

Defendant. 

OPINION 

January  16,  1950 

James  Alger  Fee,  District  Judge : 

Norman,  according  to  the  agreed  facts,  was  an 
employee  of  Gilpin  Construction  Company,  an  es- 
tablished private  corporation  engaged  in  contract- 
ing and  construction  work  of  a  general  nature, 
including  from  time  to  time  bridge  and  trestle 
repairs  for  railroads,  among  which  was  the  de- 
fendant Spokane-Portland  &  Seattle  Railway  Co., 
a  common  carrier  of  persons  and  of  property  in 
interstate  commerce.  Gilpin  had  not  rejected  the 
Oregon  Workmen's  Compensation  Act,  and  regu- 
larly made  contributions  to  the  State  Industrial 
Accident  Commission  on  behalf  of  all  its  employees. 
The  Rockton  Bridge  of  the  railroad  fell  into  dis- 
repair. A  contract  was  entered  into  between  Gilpin 
and  the  railroad  for  the  repair  thereof.  During  the 
work,  Norman  was  seriously  injured  by  a  fall  from 
a   scaffold,  which  he  alleges  was  improperly  pro- 


4  Robert  C.  Norman,  vs. 

tected.  For  this  injury,  he  brought  action  under  the 
Federal  Employers'  Liability  Act,  upon  the  theory 
that  the  railroad  is  under  a  nondelegable  duty  to 
perform  such  work  by  its  own  employees  and 
is  therefore  liable  to  any  workman  injured  thereon. 
It  was  originally  asked  by  plaintiff  that  the  cause 
be  tried  by  jury.  However,  the  issues  were  finally 
submitted,  both  as  to  fact  and  law,  to  the  Court. 
There  was  an  amended  pretrial  order  drawn  after 
conference,  which  practically  reduced  the  case  to 
the  solution  of  the  following  question  of  law: 

"Where  a  railroad  corporation  engaged  in 
interstate  commerce  contracts  with  an  inde- 
pendent contractor  for  the  construction,  repair 
and  maintenance  of  the  railroad  company's 
bridges  and  trestles  used  in  interstate  com- 
merce, is  it  relieved  from  liability  in  damages 
under  the  Federal  Employers'  Liability  Act 
for  injuries  to  employees  of  the  independent 
contractor  occurring  during  the  course  of  such 
work  and  caused  by  the  independent  contrac- 
tor's negligent  failure  to  provide  a  safe  place 
and  suitable  equipment  to  the  employees  for 
such  work  I" 

The  cause  was  submitted  upon  the  transcript  of 
evidence  taken  in  a  similar  case  in  the  state  court 
and  the  agreements  contained  in  stipulations  and 
in  the  pretrial  order.  It  is  agreed  that  Gilpin  was 
in  fact  a  truly  independent  contractor  acting  under 
a  bona  fide  contract  with  the  railroad,  which  was 
not  designed  or  intended  as  a  scheme  or  artifice  to 
evade   the  provisions   of   the   Federal   Employer's 
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Liability  Act.  It  is  stipulated  that  the  1939  amend- 
ment of  the  Federal  Employers'  Liability  Act  has 
1  'no  bearing  on  who  are  'employees'  of  a  railroad" 
under  the  Act.  The  parties  have  likewise  agreed 
that  the  following  decisions  do  not  bear  on  the 
basic  issue  and  may  be  disregarded : 

"1.  Decisions  as  to  whether  the  work  being 
performed  by  a  particular  railroad  employee  at 
the  time  of  injury  was  within  interstate  com- 
merce so  as  to  vest  jurisdiction  of  the  action 
in  federal  courts. 

"2.  Decisions  holding  that  particular  fac- 
tual situations  by  common  law  tests  constituted 
the  parties  employer-employee  rather  than  in- 
dependent contractor-eontractee. 

u3.  Decisions  under  the  Railroad  Retire- 
ment Act,  Fair  Labor  Standards  Act  and  Social 
Act  where  the  question  presented  is  whether  an 
employee  is  engaged  in  interstate  commerce 
within  the  scope  of  the  particular  legislation 
■and/or  whether  the  employee  falls  within  the 
coverage  of  said  legislation  or  is  otherwise 
within  the  scope  of  such  legislation,  including 
that  of  the  relationship  of  employer-employee." 

The  Court  therefore  finds  the  facts  as  agreed  in 
the  amended  pretrial  order.  Particularly,  the  Court 
finds  as  a  fact  that  Norman  was  an  employee  of 
Gilpin  and  not  an  employee  of  defendant.  The 
Court  also  finds  that  Norman  was  acting  under  the 
direction  and  control  of  Gilpin  and  not  of  defend- 
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ant  Gilpin  had  unrestrained  power  to  direct  the 
manner  and  method  of  doing  the  work  and  the 
choice  of  its  own  employees.  There  was  actually 
no  attempt  to  delegate  any  responsibility  by  de- 
fendant, but  simply  a  normal  transaction  of  letting 
repair  work  to  an  independent  contractor. 

The  Court  is  of  opinion  that  a  railroad  company 
may  employ  a  contractor  to  repair  bridges.  The 
duty  of  the  railroad  company  to  keep  such  trans- 
portation facilities  in  reasonable  repair  is  not  non- 
delegable so  far  as  employees  of  the  independent 
contractor  are  concerned.  Here  the  independent 
contractor  had  been  in  business  for  many  years  and 
was  covered  under  the  Workmen's  Compensation 
Act. 

Of  the  hundreds  of  cases  which  have  been  re- 
viewed by  the  Court,  none  suggests  that  an  em- 
ployee of  a  true  independent  contractor  erecting  or 
repairing  a  bridge  on  a  right  of  way  becomes  an 
employee  of  the  railroad  company  because  the  duty 
of  construction  and  repair  of  such  bridges  cannot 
be  delegated.  No  case  suggests  that  the  employee  of 
an  independent  contractor  becomes  an  employee 
pro  hac  vice  under  such  circumstances.  In  view  of 
the  history  of  such  construction  by  independent 
contractors  ever  since  railroads  have  been  in  exist- 
ence, it  is  necessary  to  answer  that  the  employees 
of  the  contractor  do  not  become  employees  of  the 
railroad  by  any  legal  theory.  This  does  not  derogate 
from  the  duty  of  the  railroad  to  construct  and 
repair  such  structures.  But  the  duty  is  not  to 
plaintiff  but  to   its   passengers.    If  there   were  a 


Spokane-Portland  &  Seattle  By.  Co.  7 

question  of  control  of  the  operation  by  the  railroad, 
a  possibility  exists  that  liability  of  the  railroad 
might  be  worked  out.  But  the  parties  have  entered 
the  following  stipulation,  which  disposes  of  this 
basis  of  liability  as  well  as  many  others: 

"It  is  agreed  by  the  parties  that  the  Amend- 
ment to  the  Pretrial  Order  poses  for  this 
Court's  determination  a  single  question: 

"May  a  railroad  delegate  to  an  independent 
contractor  the  work  of  repairing,  renewing  and 
maintaining  its  tracks  and  bridges  in  the  sense 
that  the  employees  of  an  independent  contrac- 
tor who  are  injured  in  such  work  are  not  em- 
ployees of  the  railroad  within  the  scope  and 
meaning  of  the  Federal  Employers'  Liability 
Act?" 

The  claim  of  Norman  for  this  accident  was  al- 
lowed by  the  State  Industrial  Accident  Commission. 
In  view  of  the  modern  policy  of  administrative 
compensation  for  accidents,  it  would  seem  that  no 
distinction  should  be  created  between  construction 
work  done  by  this  established  contractor  in  building 
a  railroad  bridge  and  in  building  an  office  tower. 
Just  because  his  employer  happened  by  chance  to 
be  building  a  railroad  bridge  instead  of  an  office 
building  is  no  reason  for  permitting  plaintiff  to 
gamble  upon  the  windfall  of  a  heavy  verdict  or  the 
disaster  of  no  recovery  simply  because  he  was  in- 
cidentally working  on  railroad  bridge  construction. 
Nor,  on  the  other  hand,  is  it  sound  public  policy,  if 
he  lost  in  such  a  gamble,  to  permit  him  to  fall  back 
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into  the  safety  net  of  the  Workmen's  Compensa- 
tion Act. 

The  question  submitted  is  decided  in  the  affirma- 
tive, and  the  action  is  dismissed. 

[Endorsed] :     Filed  February  10,  1950. 


[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND 
CONCLUSIONS  OF  LAW 

This  case  came  on  regularly  for  trial  before  the 
undersigned,  Chief  Judge  of  this  Court.  Plaintiff 
appeared  in  person  and  by  Elton  Watkins,  his 
attorney.  Defendant  appeared  by  Hugh  L.  Biggs 
and  George  H.  Fraser  of  its  attorneys. 

By  agreement  of  the  parties  the  issue  of  de- 
fendant's liability  was  segregated  for  separate  trial 
by  the  Court  sitting  without  a  jury.  Testimony 
and  evidence  were  offered  by  each  of  the  parties 
and  received  by  the  Court  and  the  case  was  sub- 
mitted upon  the  parties'  oral  arguments  and  written 
briefs.  Concerning  the  issue  of  plaintiff's  right  to 
maintain  this  action  against  defendant,  the  parties, 
after  the  case  had  been  submitted,  filed  the  follow- 
ing stipulation: 

"It  is  agreed  by  the  parties  that  the  Amendment 
to  the  Pretrial  Order  poses  for  this  Court's  deter- 
mination a  single  question: 

May  a  railroad  delegate  to  an  independent 
contractor  the  work  of  repairing,  renewing  and 
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maintaining  its  tracks  and  bridges  in  the  sense 
that  the  employees  of  an  independent  contractor 
who  are  injured  in  such  work  are  not  employees 
of  the  railroad  within  the  scope  and  meaning  of 
the  Federal  Employers'  Liability  Act? 

Plaintiff's  Contention 

Plaintiff  contends  that  the  railroad  is  under 
a  nondelegable  duty  to  perform  such  work  by  its 
own  employees  and  therefore  is  liable  to  any  work- 
man negligently  injured  in  the  performance  thereof 
under  the  terms  and  provisions  of  the  Federal 
Employers'  Liability  Act,  irrespective  of  whether 
the  railroad  employed  and  directed  the  workman 
or  an  independent  contractor  with  the  railroad  em- 
ployed and  directed  such  workman  at  the  time  of 
the  accident. 

Defendant's  Contention 

Defendant  contends  that  a  railroad  has  no  lia- 
bility under  the  Federal  Employers'  Liability  Act 
for  injuries,  not  occasioned  by  the  railroad's  negli- 
gence, to  an  employee  of  an  independent  contractor 
with  the  railroad,  engaged  in  repairing,  renewing 
and  maintaining  the  railroad's  bridges  and  tracks, 
and  that  the  Federal  Employers'  Liability  Act 
therefore  does  not  prohibit  the  delegation  of  such 
work  by  a  railroad  to  an  independent  contractor. 

With  the  issue  on  this  phase  of  liability  being 
thus  limited,  the  parties  agree  that  the  following 
subsidiary  issues  are  now  eliminated: 
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1.  Whether  the  Gilpin  Construction  Company 
was  a  true  independent  contractor  or  simply  an 
agent  or  servant  of  the  SP&S. 

It  is  stipulated  in  the  Amendment  to  the  Pretrial 
Order  that  Gilpin  Construction  Company  was  in 
fact  a  true  independent  contractor. 

2.  The  effect  of  the  1939  amendment  to  the  Fed- 
eral Employers'  Liability  Act. 

It  is  stipulated  that  this  amendment  was  designed 
to  broaden  the  concept  of  interstate  commerce  as 
applied  to  various  job  categories  in  the  mainte- 
nance and  operation  of  railroads.  It  has  no  bearing 
on  who  are  "employees"  of  a  railroad  as  that  term 
is  used  in  the  Federal  Employers'  Liability  Act. 

3.  Whether  the  contract  was  a  scheme  to  evade 
the  liabilities  of  the  railroad  under  the  provisions 
of  the  Federal  Employers'  Liability  Act. 

The  parties  agree  that  the  contract  between  the 
defendant  and  Gilpin  Construction  Company  was  a 
bona  fide  contract  not  designed  or  intended  as  a 
scheme  or  artifice  to  evade  the  provisions  of  the 
Federal  Employers'  Liability  Act. 

The  parties  further  agree  that  the  following  class 
of  decisions  do  not  bear  on  the  basic  issue  as  above 
defined  and  therefore  may  be  disregarded  by  the 
Court : 

1.  Decisions  as  to  whether  the  work  being  per- 
formed by  a  particular  railroad  employee  at  the 
time  of  injury  was  within  interstate  commerce  so 
as  to  vest  jurisdiction  of  the  action  in  federal 
courts. 
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2.  Decisions  holding  that  particular  factual  situ- 
ations by  common  law  tests  constituted  the  parties 
employer-employee  rather  than  independent  con- 
tractor-contractee. 

3.  Decisions  under  the  Railroad  Retirement  Act, 
Pair  Labor  Standards  Act  and  Social  Security  Act 
where  the  question  presented  is  whether  an  em- 
ployee is  engaged  in  interstate  commerce  within 
the  scope  of  the  particular  legislation  and/or 
whether  the  employee  falls  within  the  coverage  of 
said  legislation  or  is  otherwise  within  the  scope  of 
such  legislation,  including  that  of  the  relationship 
of  employer-employee. 

The  parties  reserve  the  right  to  comment  orally 
or  by  memorandum  on  the  authorities  which  they 
regard  pertinent  to  the  single  issue  posed  by  the 
Amendment  to  the  Pretrial  Order." 

The  Court  having  considered  all  matters  of  fact 
and  law  presented  by  the  parties  touching  the  issue, 
and  now  being  fully  advised,  makes  the  following 

Findings  of  Fact 

I. 
During  all  times  herein  material  plaintiff  was  a 
resident  of  the  State  of  Washington,  residing  with 
his  family  at  Vancouver,  Washington. 

II. 
During  all  times  herein  material  defendant  was 
and  is  a  corporation  existing  by  virtue  of  the  laws 
of  the  State  of  Washington,  and  is  now  and  at  all 


12  Robert  C.  Norman,  vs. 

times  herein  material  has  been  engaged  as  a  com- 
mon carrier  by  railroad  in  the  transportation  of 
persons  and  property  within  and  between  the  States 
of  Oregon  and  Washington.  A  part  of  its  railroad 
track  was  on  a  certain  trestle  near  Rockton,  Oregon, 
known  as  "Rockton  Bridge,"  which  was  owned  and 
used  by  defendant  in  its  interstate  business.  It  was 
the  duty  of  defendant  to  maintain  its  railway  lines 
and  its  roadbed,  tracks  and  bridges  in  a  reasonably 
safe  condition  for  its  use  in  interstate  commerce. 

III. 

Gilpin  Construction  Company  during  all  of  the 
times  and  dates  material  herein  was  a  private  cor- 
poration organized  and  existing  under  and  by  vir- 
tue of  the  laws  of  the  State  of  Oregon,  and  was 
and  for  many  years  had  been  engaged  in  a  general 
contracting  business,  including  the  construction, 
maintenance  and  repair  of  railroad  trestles  and 
bridges.  It  was  and  is  a  wholly  independent  cor- 
poration, in  which  neither  the  defendant  nor  any  of 
its  affiliates  own  or  control  any  stock  or  interest 
whatsoever. 

IV. 

On  or  about  the  7th  day  of  October,  1944,  Gilpin 
Construction  Company,  hereinafter  referred  to  as 
"Gilpin,"  entered  into  a  contract  with  defendant 
whereby  for  a  sufficient  consideration  it  imdertook 
and  agreed  to  do  repair  and  maintenance  work  on 
defendant's  trestles  and  bridges,  including  Rockton 
Bridge,  and  to  furnish  the  equipment,  tools  and 
labor  necessary  to  do  that  work. 
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V. 

The  relationship  established  by  said  contract  and 
existing  between  Gilpin  and  the  Railroad  Company 
by  virtue  of  said  contract  and  the  performance  of 
the  contracting  parties  thereunder  at  the  time  of 
the  accident  and  resulting  injury  to  plaintiff  here- 
inafter mentioned  was  that  of  true  independent 
contractor  and  contractee.  Gilpin  at  all  times  ma- 
terial to  this  controversy  was  in  fact  a  true  inde- 
pendent contractor  acting  under  a  bona  fide 
contract  with  defendant,  which  contract  was  not 
designed  or  intended  as,  and  in  fact  was  not,  a 
scheme  or  an  artifice  to  evade  the  provisions  of  the 
Federal  Employers'  Liability  Act. 

VI. 

On  and  prior  to  January  10,  1947,  plaintiff  was 
employed  by  and  working  for  Gilpin  as  a  member 
of  one  of  its  construction  crews  which  was  engaged 
on  that  day  in  the  work  of  repairing  and  enlarging 
Rockton  Bridge.  While  so  employed  the  scaffolding 
upon  which  plaintiff  was  standing  gave  way  and 
caused  him  to  fall  to  the  ground,  a  distance  of 
between  60  and  70  feet  below  the  place  where  he 
had  been  working.  As  a  result  plaintiff  sustained 
serious  injuries  to  his  person  which  incapacitated 
him  for  a  long  period  of  time  and  required  pro- 
longed hospital  treatment  and  medical  care. 

VII. 

At  the  time  of  the  accident  above  mentioned,  and 
for  a  long  time  prior  thereto,  plaintiff  was  and  had 
been  employed  by  Gilpin  and  was  acting  under  the 
direction   and   control   of   Gilpin   and   not   of   the 
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defendant.  Gilpin  had  unrestrained  power  to  and 
did  direct  the  manner  and  method  of  doing  the  work 
of  repairing  and  maintaining  the  Rockton  Bridge 
and  to  choose  its  employees.  Defendant  made  no 
attempt  to  delegate  any  of  its  responsibility  to  Gil- 
pin but  by  its  contract  with  Gilpin  simply  entered 
into  a  normal  transaction  of  letting  necessary  re- 
pair work  to  an  independent  contractor. 

VIII. 

Gilpin  during  all  the  times  material  to  this  con- 
troversy was  engaged  in  a  hazardous  occupation, 
had  not  rejected  the  Workmen's  Compensation  Act 
of  the  State  of  Oregon  but  had  made  and  was 
making  contributions  regularly  to  the  Industrial 
Accident  Commission  on  behalf  of  all  of  its  em- 
ployees, and  was  contributing  regularly  on  behalf 
of  the  plaintiff  in  this  case  as  one  of  its  employees, 
and  at  all  times  was  in  good  standing  with  the  said 
Commission  under  the  provisions  of  the  Workmen's 
Compensation  Act, 

IX. 

Following  the  accident  plaintiff,  as  an  employee 
of  Gilpin,  applied  for  and  received  medical,  re- 
habilitation, and  compensation  benefits  provided  by 
the  Workmen's  Compensation  Act  of  the  State  of 
Oregon  from  the  State  Industrial  Accident  Com- 
mission. 

X. 

The  parties  have  stipulated  and  the  Court  finds 
that  this  action  is  brought  under  the  Federal  Em- 
ployers' Liability  Act,  Title  28,  U.S.C.A.,  Section 
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51,  et  seq.,  and  plaintiff's  right  to  maintain  the 
action  is  to  be  determined  solely  in  accordance  with 
the  provisions  of  the  Federal  Employers'  Liability 
Act. 

From  the  foregoing  the  Court  draws  the  following 

Conclusions  of  Law 

I. 

Plaintiff  may  not  maintain  this  action  against 
defendant  under  the  provisions  of  the  Federal  Em- 
ployers' Liability  Act  because  he  was  not  an  em- 
ployee of  defendant  within  the  meaning  of  said  act. 

II. 

Plaintiff  was  employed  by  and  working  for  Gil- 
pin, an  independent  contractor,  at  the  time  of  the 
accident  and  injury  of  which  he  complains  herein. 

III. 

The  contract  between  defendant  and  Gilpin,  pur- 
suant to  which  the  work  resulting  in  plaintiff's 
injury  was  being  performed,  was  not  designed  or 
intended  as,  and  in  fact  was  not,  a  scheme  or  an 
artifice  to  evade  the  provisions  of  the  Federal  Em- 
ployers' Liability  x\ct. 

IV. 

A  railroad,  even  though  engaged  in  the  trans- 
portation of  persons  and  property  in  interstate 
commerce  and  subject  to  the  provisions  of  the 
Federal  Employers'  Liability  Act,  may  delegate  to 
an  independent  contractor  the  work  of  repairing. 
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renewing  and  maintaining  its  tracks  and  bridges 
used  in  its  interstate  business  in  the  sense  that  the 
employees  of  an  independent  contractor  who  are 
injured  in  such  work  are  not  employees  of  the  rail- 
road within  the  scope  and  meaning  of  the  Federal 
Employers'  Liability  Act. 

V. 

Defendant  has  no  liability  under  the  Federal 
Employers'  Liability  Act  for  injuries  not  occasioned 
by  its  negligence  to  plaintiff  as  an  employee  of 
Gilpin,  an  independent  contractor  engaged  in  re- 
pairing, renewing  and  maintaining  defendant's 
bridges  and  tracks,  and  the  Federal  Employers' 
Liability  Act  does  not  prohibit  the  delegation  of 
such  work  by  a  railroad  to  an  independent 
contractor. 

VI. 

Plaintiff  is  not  entitled  to  recover  against  de- 
fendant in  this  action.  The  action  therefore  should 
be  dismissed  and  the  defendant  is  entitled  to  judg- 
ment for  its  costs  and  disbursements  incurred 
herein. 

Bone  and  dated  at  Portland,  Oregon,  this  9th  day 
of  March,  1951. 

/s/  JAMES  ALGER  FEE, 
Chief  Judge. 

Receipt  of  Copy  Acknowledged. 
[Endorsed]  :     Filed  March  9,  1951. 
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The  United  States  District  Court 
for  the  District  of  Oregon 

Civil  Action  No.  4090 

ROBERT  O.  NORMAN, 

Plaintiff, 

vs. 

SPOKANE  -  PORTLAND   &    SEATTLE   RAIL- 
WAY CO.,  a  Corporation, 

Defendant. 

JUDGMENT  ORDER 

The  Court  having  heretofore  made  and  entered 
its  findings  of  fact  and  conclusions  of  law  herein 
in  favor  of  defendant  and  against  the  plaintiff,  and 
the  case  now  coming  on  for  judgment  in  accord- 
ance with  said  findings  and  conclusions,  it  is,  there- 
fore 

Considered,  Ordered  and  Adjudged  that  plaintiff 
take  nothing  by  reason  of  this  action,  that  this 
action  be  and  the  same  is  hereby  dismissed,  and 
that  defendant  have  and  it  is  hereby  granted  judg- 
ment against  plaintiff  for  defendant's  costs  and 
disbursements  herein,  taxed  at  $157.50. 

Done  and  dated  in  open  court  this  9th  day  of 
March,  1951. 

/s/  JAMES  ALGER  FEE, 
Chief  Judge. 

Receipt  of  Copy  Acknowledged. 
[Endorsed]  :    Filed  March  9,  1951. 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 

To:    The   Clerk  of  the   above-entitled   Court,   and 

To:  Spokane-Portland  &  Seattle  Railway  Co.,  a 
corporation,  and 

To:  Hugh  L.  Biggs,  George  H.  Fraser,  and  Hart, 
Spencer,  McCulloch,  Rockwood  &  Davies,  At- 
torneys at  Law  for  Appellee-Defendant. 

You  and  each  of  you  will  please  take  notice  that 
Robert  O.  Norman,  the  plaintiff  above  named,  does 
hereby  appeal  to  the  United  States  Circuit  Court 
of  Appeals  for  the  Ninth  Circuit  thereof  from  the 
Judgment  Order  made  and  entered  on  March  9, 
1951,  wherein  the  Court  considered,  ordered  and 
adjudged  that  plaintiff  take  nothing  by  reason  of 
this  action  and  that  the  said  action  be,  and  the 
same  is  dismissed,  and  that  defendant  have  judg- 
ment against  plaintiff  for  defendant's  costs. 

• 

Dated  at  Portland,  Oregon,  this  15th  day  of 
March,  1951. 

/s/  ELTON  WATKINS, 

Attorney  for  Plaintiff. 

Receipt  of  Copy  Acknowledged. 
[Endorsed]:     Filed  March  15,  1951. 
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CLERK'S  CERTIFICATE 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Lowell  Mundorff,  Clerk  of  the  United  States 
District  Court  for  the  District  of  Oregon,  do  hereby 
certify  that  the  foregoing  documents  consisting  of 
opinion  of  the  court,  findings  of  fact  and  conclu- 
sions of  law,  judgment,  notice  of  appeal,  bond  on 
appeal,  designation  of  record,  and  transcript  of 
docket  entries,  constitute  the  record  on  appeal  from 
a  judgment  of  said  court  in  a  cause  therein  num- 
bered Civil  4090  in  which  Robert  C.  Norman  is 
plaintiff  and  appellant,  and  the  Spokane-Portland  & 
Seattle  Railway  Co.,  a  corporation,  is  defendant 
and  appellee;  that  the  said  record  has  been  pre- 
pared by  me  in  accordance  with  the  designation  of 
contents  of  record  on  appeal  filed  by  the  appellant, 
and  in  accordance  with  the  rules  of  this  court. 

I  further  certify  that  the  cost  of  filing  the  notice 
of  appeal,  $5.00,  has  been  paid  by  the  appellant. 

In  Testimony  Whereof  I  have  hereunto  set  my 
hand  and  affixed  the  seal  of  said  court  in  Portland, 
in  said  District,  this  21st  day  of  March,  1951. 

[Seal]  LOWELL  MUNDORFF, 

Clerk. 

By  /s/  F.  L.  BUCK, 

Chief  Deputy. 
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[Endorsed]  :  No.  12882.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  Robert  C.  Norman, 
Appellant,  vs.  Spokane-Portland  &  Seattle  Railway 
Co.,  a  corporation,  Appellee.  Transcript  of  Record. 
Appeal  from  the  United  States  District  Court  for 
the  District  of  Oregon. 

Filed  March  23,  1951. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 
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United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  12882 

ROBERT  O.  NORMAN, 

Appellant, 

vs. 

SPOKANE  -  PORTLAND  &  SEATTLE  RAIL- 
WAY CO.,  a  Corporation, 

Appellee. 

STATEMENT  OF  POINTS  ON  WHICH  AP- 
PELLANT INTENDS  TO  RELY  ON  AP- 
PEAL AND  DESIGNATION  OP  RECORD 

Appellant  herein,  pursuant  to  Rule  19(6)  of  the 
Federal  Rules  of  Civil  Procedure,  hereby  desig- 
nates the  portions  of  the  record  to  be  contained  on 
the  record  on  appeal  in  this  cause  and  the  points  on 
which  appellant  intends  to  rely  'on  appeal. 

1.  Re  —  Designation  of  Record :  Findings  of 
Fact  and  Conclusions  of  Law  and  Judgment  Order. 
Notice  of  Appeal  and  Clerk's  Certificate. 

2.  Statement  of  points  on  which  appellant  in- 
tends to  rely  on  appeal,  to  wit :  The  Court  erred  in 
entering  the  Judgment  Order  which  is  not  sup- 
ported by  the  Findings,  that  is  to  say: 

(a)  The  District  Court  erred  in  holding  that 
the  duty  imposed  upon  appellee  to  maintain  its 
railway  lines  and  its  road  bed,  tracks  and  bridges 
in  a  reasonably  safe  condition  for  its  use  in  inter- 
state commerce  was  a  delegable  duty. 
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(b)  The  District  Court  erred  in  holding  that 
appellant  may  not  maintain  this  action  against  ap- 
pellee under  the  provisions  of  the  Federal  Employ- 
ers -  Liability  Act  because  he  was  not  an  employee 
of  appellee  within  the  meaning  of  said  Act,  but  an 
employee  of  an  independent  contractor. 

(c)  The  District  Court  erred  in  holding  that 
appellee,  even  though  engaged  in  transportation  of 
persons  and  property  in  interstate  commerce  and 
subject  to  the  provisions  of  the  Federal  Employers' 
Liability  Act,  may  delegate  to  an  independent  con- 
tractor the  work  of  repairing,  renewing  and  main- 
taining its  tracks  and  bridges  used  in  its  interstate 
business  in  the  sense  that  the  employees  of  an  inde- 
pendent contractor  who  are  injured  in  such  work 
are  not  employees  of  the  railroad  within  the  scope 
and  meaning  of  the  Federal  Employers'  Liability 
Act. 

(d)  The  District  Court  erred  in  entering  its 
Judgment  Order  dismissing  this  action  as  said 
Judgment  Order  is  not  supported  by  the  Federal 
Employers1  Liability  Act  and  the  interpretations 
by  the  courts  of  said  Act. 

Dated  at  Portland,  Oregon,  this  29th  day  of 
March,  1951. 

/s/  ELTON  W  ATKINS, 

Attorney  for  Appellant. 

Receipt  of  Copy  Acknowledged. 
[Endorsed] :     Filed  March  30,  1950. 
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No.  12882 


United  States 
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for  the  Ninth  Circuit 


ROBERT  O.  NORMAN, 

Appellant- Plaintiff , 


v. 


SPOKANE-PORTLAND  &  SEATTLE  RAILWAY 
CO.,  a  corporation, 

Appellee- Defendant. 


Appeal  from  the  United  States  District  Court  for  the 
District  of  Oregon 

Hon.  James  Alger  Fee,  Judge. 


APPELLANT'S  BRIEF 


JURISDICTION 

This  is  an  appeal  from  a  judgment  order  by  Hon. 
James  Alger  Fee,  Judge,  dated  and  entered  March  9th, 
1951,  dismissing  appellant's  action  for  damages  in  the 
sum  of  $275,000.00  for  injuries  sustained  by  reason  of 


the  negligence  of  the  appellee.  From  this  judgment  order 
appellant  filed  notice  of  appeal  on  March  15th,  1951. 

The  jurisdiction  of  the  District  Court  of  the  United 
States  for  the  District  of  Oregon  was  invoked  under  the 
Federal  Employers'  Liability  Act,  35  Stat.  65  and  53 
Stat.  1404. 


STATEMENT  OF  CASE 

This  action  was  instituted  by  appellant  against  ap- 
pellee under  the  Federal  Employers'  Liability  Act,  for 
injuries  sustained  by  him  on  January  10,  1947,  while 
engaged  in  the  work  of  repairing  Rockton  Bridge,  a 
trestle  of  appellee,  which  bridge  had  fallen  into  disrepair; 
and  while  so  employed  as  a  carpenter  the  scaffolding 
upon  which  appellant  was  standing  gave  way  and  caused 
him  to  fall  to  the  ground,  a  distance  of  60  feet  below, 
resulting  in  very  serious  injuries  to  appellant.  During 
this  repair  work  the  appellee  retained  control  and  the 
constant  use  of  said  bridge  and  tracks  and  the  repair 
crew  were  subject  to  appellee's  train  orders, — the  train 
order  containing  line  up  of  trains  dispatched  over  Rock- 
ton  trestle  for  January  10th,  1947,  is  shown  by  Ex- 
hibit 4. 

The  appellee  was  chartered  by  the  State  of  Wash- 
ington, as  a  common  carrier  engaged  in  interstate  com- 
merce by  railroad  in  the  transportation  of  persons  and 
property  within  and  between  the  states  of  Oregon  and 
Washington.  A  part  of  its  railroad  track  was  on  a  cer- 
tain trestle  near  Rockton,  Oregon,  known  as  Rockton 


Bridge,  which  was  owned  and  used  by  appellee  in  its 
interstate  business. 

The  charter  issued  by  the  State  of  Washington  to  the 
appellee  and  the  Findings  of  Fact  II,  inter  alia,  obligated 
appellee  to  maintain  and  keep  in  repair  its  railway  lines, 
roadbed,  tracks  and  bridges  (R.  11-12). 

Gilpin  Construction  Company  was  a  private  in- 
dustrial corporation  created  by  the  statutes  of  Oregon, 
and  was  for  years  engaged  in  a  general  contracting  busi- 
ness. In  1944  this  corporation  and  the  appellee  entered 
into  a  contract  by  which  the  Gilpin  Construction  Com- 
pany agreed  to  do  repair  and  maintenance  work  on 
appellee's  trestles  and  bridges  including  Rockton  Bridge. 
Following  is  a  copy  of  the  contract  between  appellee 
and  the  Independent  Contractor  under  which  the  work 
was  done.  Received  in  evidence  and  marked  Defendant's 
Exhibit  No.  7: 

"DOCUMENT  NO.  SP&S  7208 

THE  GILPIN  CONSTRUCTION  COMPANY 
GENERAL  CONTRACTORS 

4850  N.  W.  Front  Avenue 

Box  3860 

Portland,  Oregon 

October  7,  1944. 

Spokane,  Portland  and  Seattle  Railway  Co., 
901  NW  Hoyt  Street, 
Portland  9,  Oregon 

Attention:  Mr.  A.  J.  Witchell,  Chief  Engineer 

Gentlemen : 

As  per  our  conversation  of  October  6th,  we  sub- 
mit a  proposal  for  furnishing  labor  and  necessary 


equipment  to  do  repair  and  maintenance  work  on 
your  trestles  and  bridges,  as  outlined  in  our  talk, 
on  a  basis  of  cost  plus  ten  (10%)  percent. 

Our  costs  are  to  include  all  expenses  to  us  made 
up  as  follows: 

All  payrolls  in  connection  with  this  work,  all 
insurance  on  men,  getting  equipment  and  tools  to 
and  from  the  jobs  and  rentals  on  any  equipment 
which  is  rented  from  others  by  us.  On  any  equip- 
ment which  is  owned  by  us,  the  ten  percent  will  not 
be  added  and  all  our  rental  prices  are  to  comply 
with  the  OPA  rental  rates. 

All  saws,  peavies  and  other  miscellaneous  small 
tools  will  be  billed  out  to  you  at  the  start  of  the 
work  and  a  credit  will  be  issued  at  the  finish  of  the 
job  on  the  value  of  the  tools  according  to  their 
condition  when  returned. 

We  propose  to  have  one  timekeeper  to  take  care 
of  all  the  crews  and  his  time  will  be  distributed  to 
the  different  jobs. 

Our  crews  will  be  controlled  by  a  foreman  who 
will  be  directly  in  charge  of  the  work.  This  foreman 
will  receive  $2.00  more  per  day  than  the  pilemen, 
whose  scale  is  $1.49  per  hour. 

On  work  where  our  boys  have  to  live  away  from 
home,  we  will  have  to  work  them  ten  hours  per  day 
in  order  to  get  them  to  leave  home  and  this  extra 
time  helps  pay  their  board.  It  is  also  understood 
that  our  men  will  work  on  Saturdays  at  time  and 
one-half  pay. 

Yours  truly, 

The  Gilpin  Construction  Company 

/s/  Otto  Herman 

Otto  Herman,  Vice  President. 

Spokane,  Portland  and  Seattle  Railway  Co. 
Accepted:  By  /s/  A.  J.  Witchell 

Chief  Engineer 
Approved:  By  /s/  T.  F.  Dixon 

Vice  Pres  &  General  Manager" 


Appellant  was  a  member  of  the  crew  of  Gilpin  Con- 
struction Company  and  on  its  payroll,  but  brought  this 
action,  not  against  the  Gilpin  Construction  Company, 
but  the  Spokane-Portland  &  Seattle  Railway  Co.,  upon 
the  theory  that  the  railroad  was  under  a  non-delegable 
duty  to  perform  such  work  by  its  own  employees  and 
was  therefore  liable  to  any  workman  performing  that 
same  service  and  injured  while  so  engaged. 

During  the  proceedings  the  parties  concluded  that 
the  right  to  maintain  such  an  action  was  practically 
reduced  to  the  following  question  of  law: 

"Where  a  railroad  corporation  engaged  in  inter- 
state commerce  contracts  with  an  independent  con- 
tractor for  the  construction,  repair  and  maintenance 
of  the  railroad  company's  bridges  and  trestles  used 
in  interstate  commerce,  is  it  relieved  from  liability 
in  damages  under  the  Federal  Employers'  Liability 
Act  for  injuries  to  employees  of  the  independent 
contractor  occurring  during  the  course  of  such  work 
and  caused  by  the  independent  contractor's  negli- 
gent failure  to  provide  a  safe  place  and  suitable 
equipment  to  the  employees  for  such  work?"  (R.  4). 

In  time  the  question  submitted  was  decided  in  the 
affirmative,  and  the  Court  dismissed  the  action.  Hence 
this  appeal. 

AUTHORITIES 

See  Index 

The  authorities  on  the  question  involved  in  this  ap- 
peal are  listed  in  alphabetical  order  in  the  index  and  will 
not  be  duplicated  at  this  point,  but  will  be  referred  to 
in  the  argument  in  the  order  of  its  logical  development. 


6 

SPECIFICATIONS  OF  ERROR 

(R.  21-22) 

1.  The  Court  erred  in  entering  the  Judgment  Order 
which  is  not  supported  by  the  Findings. 

2.  The  Court  erred  in  holding  that  the  duty  imposed 
upon  appellee  to  maintain  its  railway  lines  and  its  road 
bed,  tracks  and  bridges  in  a  reasonably  safe  condition  for 
its  use  in  interstate  commerce  was  a  delegable  duty. 

3.  The  Court  erred  in  holding  that  appellant  may  not 
maintain  this  action  against  appellee  under  the  pro- 
visions of  the  Federal  Employers'  Liability  Act  because 
he  was  not  an  employee  of  appellee  within  the  meaning 
of  said  Act,  but  an  employee  of  an  independent  con- 
tractor. 

4.  The  Court  erred  in  holding  that  appellee,  even 
though  engaged  in  transportation  of  persons  and  prop- 
erty in  interstate  commerce  and  subject  to  the  provisions 
of  the  Federal  Employers'  Liability  Act,  may  delegate 
to  an  independent  contractor  the  work  of  repairing,  re- 
newing and  maintaining  its  tracks  and  bridges  used  in 
its  interstate  business  in  the  sense  that  the  employees 
of  an  independent  contractor  who  are  injured  in  such 
work  are  not  employees  of  the  railroad  within  the  scope 
and  meaning  of  the  Federal  Employers'  Liability  Act. 

5.  The  Court  erred  in  entering  its  Judgment  Order 
dismissing  this  action  as  said  Judgment  Order  is  not 
supported  by  the  Federal  Employers'  Liability  Act  and 
the  interpretations  by  the  courts  of  said  Act. 


ARGUMENT 

This  appeal  presents  one  question  of  law :  That  ques- 
tion is  whether  a  common  carrier  engaged  in  interstate 
commerce  can  delegate  to  another  its  duties  to  maintain 
and  keep  in  repair  its  roadbed,  tracks  and  trestles,  and 
thereby  escape  all  liability  for  injuries  to  workmen  sus- 
tained by  them  while  engaged  in  the  repairs  of  a  trestle 
of  appellee,  due  to  the  negligence  of  the  contractor  in 
charge  of  the  crew  in  that  a  reasonably  safe  place  in 
which  to  work  was  not  provided  the  men  repairing  the 
trestle. 

There  is  no  controversy  as  to  the  facts  involved  in 
the  solution  of  this  question. 

If  the  answer  to  the  question  of  law  involved  is  in 
the  affirmative,  then  appellant  has  no  claim  against 
appellee;  if  in  the  negative,  then  the  case  must  go  back 
to  determine  the  damages. 

All  specifications  of  error  may  be  considered  together 
under  the  question  as  to  whether  the  Court  made  error 
in  holding  that  the  duty  imposed  upon  appellee  by  its 
franchise  to  keep  in  repair  its  roadbed,  tracks,  and 
trestles  could  be  legally  delegated  to  an  independent 
contractor,  and  the  appellee  held  blameless  for  any 
negligence  in  said  repairs  resulting  in  injury  to  appel- 
lant engaged  in  said  work  and  the  appellant  denied 
recourse  against  appellee  for  damages. 

Appellant  has  always  assumed  that  it  was  ele- 
mentary that  a  Railroad  could  not  delegate  away  any 
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of  its  essential  functions  as  a  Railroad  to  an  independent 
contractor,  or  any  body,  or  at  all,  and  thus  escape  the 
obligations  of  the  Federal  Employers'  Liability  Act. 

Appellant  contends  that  the  maintenance  of  appel- 
lee's track  and  trestles  was  essential  to  the  exercise  of  its 
franchise  rights  and  in  making  these  repairs  it  was  the 
nondelegable  duty  of  appellee  to  provide  the  men  who 
make  the  repairs  a  reasonably  safe  place  in  which  to 
work  and  reasonably  safe  tools  with  which  to  work. 
This  is  the  duty  which  appellee  undertook  to  delegate 
to  Gilpin  Construction  Company  and  the  work  appel- 
lant was  doing  when  he  fell  sixty  feet  to  his  severe  and 
permanent  injury.  Work  in  fact  that  appellee  was  un- 
able to  devest  itself  of  control  and  was  so  interwoven 
with  the  work  of  exercising  its  franchise  rights  that  it 
was  unable  to  delegate  to  another.  Furthermore  the 
power  of  control  lodged  in  appellee  by  its  charter  could 
not  in  law  be  delegated,  nor  could  appellee  in  law  fail 
to  exercise  that  power  of  control,  or  fail  to  perform 
that  duty  itself. 

Appellee  was  at  Rockton  bridge  by  virtue  of  a 
franchise  issued  to  it  by  the  State  of  Washington.  Every- 
thing stemmed  from  that  document.  Nothing  could  be 
done  by  anybody  but  by  virtue  of  that  document.  The 
duty  to  build  the  bridge,  to  repair  it,  to  maintain  it  and 
to  use  it  was  vouchsafed  by  that  document  and  imposed 
upon  and  exacted  of  appellee  and  of  appellee  only.  The 
independent  contractor  could  not  have  obtained  or  used 
that  document,  nor  could  appellant.  Nobody  but  ap- 
pellee could  use  it;  nobody  but  appellee  could  do  the 


things  required  therein.  The  independent  contractor 
could  not  by  its  own  boot-straps  lift  itself  into  the  posi- 
tion of  a  grantee  of  a  franchise  with  the  right  to  perform 
the  duty  of  maintaining  and  keeping  in  repair  the  said 
bridge.  Nor  could  said  independent  contractor  put  on 
the  boots  of  appellee,  nor  could  appellee  itself  lift  the 
independent  contractor  by  the  contractor's  boot-straps 
to  the  position  and  the  plane  only  occupied  by  appellee. 

The  state  in  granting  the  charter  clothed  appellee 
with  certain  sovereign  powers.  Powers  that  it  would 
not  grant  to  an  independent  contractor.  Powers  that 
appellee  could  not  escape  or  throw  off  even  by  bank- 
ruptcy. Powers  that  could  not  be  obtained  except  by  a 
grant  from  the  state.  Powers  that  could  not  even  be 
granted  by  the  state  itself  to  a  private  corporation  like 
Gilpin  Construction  Company.  Powers  that  appellee 
could  not  even  lease  to  another  common  carrier  clothed 
with  similar  powers  with  a  charter  from  the  same  state. 
It  would  seem  that  simply  to  state  the  premise  would 
furnish  the  answer  to  the  proposition  in  case  at  bar. 

Whoever  uses  the  rights  contained  in  the  charter 
uses  the  charter;  whoever  performs  the  duties  or  does 
the  work  contained  in  the  franchise  is  doing  that  re- 
quired of  the  grantee  of  the  charter,  and  whoever  does 
a  thing  through  another,  that  is  required  of  him,  does  it 
himself. 

The  question  presented  here  is  novel,  in  so  far  as  the 
Supreme  Court  of  the  United  States  is  concerned, — a 
case  exactly  like  case  at  bar  has  not  been  found.  The 
Supreme  Court  has  refused  to  grant  certiorari  in  cases 
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in  which  the  question  of  delegation  occurred.  Likewise 
the  Supreme  Court  has  passed  on  questions  akin  to  but 
not  decisive  of  the  right  to  delegate.  In  those  cases 
wherein  the  Supreme  Court  approximated  the  question, 
the  facts  are  at  such  variance  with  those  in  case  at  bar 
that  in  the  search  for  the  answer  we  must  resort  to  and 
rely  upon  cases  in  lesser  courts  and  the  parity  of  rea- 
soning in  our  examination  of  cases  analogous  to  but  not 
exactly  like  case  at  bar. 

The  Supreme  Court  has  dealt  with  questions  that  go 
almost  to  the  very  heart  of  "delegation  of  duty"  as  in 
case  at  bar;  but  always  under  other  descriptions  and 
legal  definitions  or  terms, — such  as:  power  of  control, 
occupation  of  workman,  whose  work  was  being  done, 
whose  duty  involved,  pro  hac  vice,  who  received  services, 
master  and  servant,  vice-principal,  loaned  servant, 
agency,  etc. 

It  is  the  contention  of  appellant  that  the  railroad 
could  not  delegate  this  duty  to  anybody;  that  its  duty 
to  comply  with  the  provisions  of  its  charter  was  an 
agreement  with  the  State  and  was  a  personal,  positive, 
non-assignable  responsibility;  that  in  doing  what  it  did 
do,  it  did  not  devest  itself  of  the  legal  responsibility  im- 
posed upon  it  by  its  franchise,  it  simply  took  a  chance 
and  flirted  with  the  consequences,  but  it  did  not  escape 
the  burdens  flowing  from  its  breach  of  duty;  and  that 
the  independent  contractor  it  placed  in  charge  of  said 
repairs  was  its  agent  or  vice-principal. 

At  the  very  threshold  we  propose  to  demonstrate 
that  throughout  the  decisions  cited,  whether  ordinary 
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master  and  servant  problems,  or  those  under  the  Federal 
Employers'  Liability  Act,  or  questions  arising  under  the 
Jones  Act,  involving  seamen  or  stevedores,  or  those  in- 
volving independent  contractor— one  and  all — there  runs 
a  thread  of  unity,  or  as  one  authority  observed — "a  com- 
mon core",  by  which  unerringly  the  true  and  correct 
relationship  of  master  and  servant  can  be  determined, 
and  by  which  criterion  the  correct  solution  can  be  ob- 
tained as  to  whose  servant  is  the  particular  workman. 
The  answer  does  not  depend  on  who  hired,  who  paid, 
or  who  could  discharge  the  servant.  The  answer  is  ob- 
tained by  establishing:  Whose  is  the  work,  whose  is  the 
"power  of  control",  whose  is  the  legal  duty  to  see  that 
the  premises  whereat,  or  the  tool  with  which,  the  work 
was  done  were  reasonably  safe  for  the  workman,  or 
whose  was  the  non-assignable  legal  responsibility  to 
discharge  the  duty  in  question,  or  who  rendered  and 
who  received  the  services.  Mere  relationship  of  employer 
and  employee  is  not  the  criterion,  the  occupation  of  the 
workman  at  the  time  of  the  injury  may  determine  the 
question.  In  fact,  there  may  be  no  contractual  relation 
— a  member  of  the  public  is  protected  by  reason  of  the 
franchise  and  the  statute. 

In  the  beginning  and  before  we  delve  into  the  cases, 
appellant  desires  to  submit  to  the  Court  that  a  railway 
corporation  receiving  a  franchise  from  the  state,  with 
the  high  and  peculiar  privileges  attaching  to  a  corpora- 
tion incorporated  to  discharge  a  public  duty  as  well  as 
to  subserve  a  private  benefit,  cannot  shift  upon  others 
the  duty  and  responsibility  of  a  personal  exercise  of  the 
corporate  powers  granted.    It  may  lease  the  road,  when 
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constructed,  to  another  corporation,  whose  road,  with 
its  own  will  make  a  continuous  line.  It  may  employ 
others  to  do  certain  repairs,  maintenance  and  the  like; 
but  it  cannot  avoid  responsibility  by  simply  permitting 
another  party  to  perform  and  execute  the  functions  im- 
posed upon  it  in  its  charter.  We  submit  that  the  Court 
will  find  a  clear  line  of  distinction  where  there  seems 
to  be  confusion  and  the  line  of  distinction  can  be  deter- 
mined by  ascertaining  wherein  there  is  an  element  of 
duty  and  wherein  the  element  of  duty  is  omitted.  In 
the  former  the  railroad  cannot  delegate  the  duty.  In 
the  latter  there  is  some  question  for  even  in  those  cases 
other  principles  of  law  might  prohibit  the  delegation. 
In  case  at  bar,  the  element  of  duty  stems  from  both  the 
franchise  and  the  Federal  statute. 

The  Test 

At  this  point  let  us  state  that  delegation  is  abdica- 
tion. And  that  in  all  cited  cases  regardless  of  the  sev- 
eral doctrines  under  which  they  are  classed  the  point  to 
be  gathered  is  that  "power  of  control"  is  the  basis  of 
holding  the  carrier.  And  what  was  the  "occupation"  of 
the  workman — "whose  work  was  being  done" — is  the 
basis  of  the  workman's  protection.   These  are  the  Tests. 

So,  in  a  paragraph,  let  us  state  succinctly  the  case 
at  bar:  The  duties  and  obligations  resting  on  appellee 
stem  from  the  franchise  granted  to  it  by  the  State  and 
from  the  Federal  Employers'  Liability  Act  enacted  by 
the  Congress;  and  the  liabilities  chargeable  to  appellee 
spring  from  the  infraction  by  it  of  the  franchise  and  the 
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statute, — under  the  doctrine  of  power  of  control,  which 
duties  were  personal,  positive  and  non-delegable;  and 
if  appellant  sustained  injuries  while  engaged  in  duties 
in  the  furtherance  of  interstate  commerce  by  reason  of 
his  "occupation",  the  questions  for  determination  are 
questions  of  fact  for  a  jury  under  the  statute. 

Roberts   Federal   Liability  of   Carriers,   2d  Edition, 
Vol.  2,  page  1475,  says: 

"The  general  rule  is  that  if  a  railroad  of  a  com- 
mon carrier  is  a  highway  of  interstate  commerce, 
its  roadbed,  tracks,  bridges,  tunnels  and  culverts 
are  instrumentalities  of  interstate  commerce,  so 
that  employees  that  take  part  in  the  maintenance 
and  repair  of  them  are  engaged  in  interstate  com- 
merce within  the  meaning  of  the  Federal  Employers' 
Liability  Act.  Track  laborers  and  section  men  are 
included  in  this  class;  so  also  are  carpenters  and 
bridge  workers.  The  status  of  such  men  is  not  af- 
fected by  the  fact  that  these  instrumentalities  are 
also  used  in  intrastate  commerce,  or  that  the  line 
of  the  carrier  lies  wholly  within  the  limits  of  a  single 
state." 

In  Choctaw,  O.  &  W.  Railroad  v.  Wilker,  supra,  16 
Okla.  384,  84  Pac.  1086,  3  L.R.A.  (N.S.)  595,  the  Court 
said: 

"1.  We  take  the  rule  to  be  elementary  that, 
where  the  statute  imposes  upon  a  railroad  corpora- 
tion a  certain  duty,  it  cannot  escape  liability  for  a 
failure  to  perform  that  duty,  or  a  damage  occasioned 
thereby  by  delegating  that  authority  to  an  inde- 
pendent contractor,"  (citing  1  Thompson  on  Neg., 
p.  278). 

"2.  We  have  carefully  examined  the  cases  sub- 
mitted by  counsel  for  plaintiff  in  error  (the  Rail- 
road) to  sustain  their  contention,  but  we  think  in 
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those  cases  there  is  a  decided  difference  in  the  facts 
from  those  in  case  at  bar.  In  all  these  cases,  we 
think  without  exception,  the  element  of  a  public 
duty  is  omitted." 

"3.  We  do  not  think  that  any  of  these  cases 
would  sustain  the  contention  that  where  a  railroad 
company,  under  the  law,  was  charged  with  the  duty 
to  the  public,  and  the  injury  complained  of  resulted 
from  a  failure  to  properly  discharge  that  duty,  their 
liability  could  be  avoided  by  showing  that  the  work 
was  done  under  an  independent  contract." 

This  case  revolved  around  the  following  situation: 
The  railroad  company  charged  with  the  duty  of  keeping 
a  highway  in  a  reasonably  safe  condition  for  travel  at 
the  point  where  the  highway  intersects  the  right  of  way, 
and  further  required,  when  making  alterations  by  means 
of  which  the  highway  may  be  obstructed,  to  provide 
and  keep  in  good  order  suitable  temporary  ways  to  en- 
able travelers  to  avoid  or  pass  such  obstructions:  cannot, 
where  a  party  is  injured  in  consequence  of  its  failure 
to  discharge  these  duties,  escape  liability  by  showing 
that  the  work  was  done  by  other  persons  under  an  in- 
dependent contract. 

Delegation  of  Duty  Doctrine 

The  duty  required  of  the  master  concerning  the 
servant  is  expressed  succinctly  in  the  following  cases: 

Panama  R.  Co.  v.  Minnix,  C.  C.  A.  Canal  Zone,  282 
F.  47,  holds: 

"The  duty  of  making  reasonably  safe  the  place 
where  an  employee  works  and  the  duty  of  warning 
him  of  unsafe  conditions,  are  duties  of  the  master, 
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who  cannot  avoid  responsibility  for  their  non-per- 
formance by  delegating  them  to  a  fellow  servant." 

Chicago  Junction  R.  Co.  v.  King,  111.,  169  F.  372, 
94  C.  C.  A.  652,  affirmed,  32  S.  Ct.  79,  222  U.S.  222, 
56  L.  Ed.  173,  holds: 

"The  duty  of  seeing  that  no  cars  used  in  inter- 
state commerce  are  hauled  by  a  railroad  company 
unless  equipped  with  the  required  safety  appliances 
is  imposed  on  the  company,  and  cannot  be  evaded 
by  delegating  the  same  to  the  conductor  of  a  train 
or  other  employee  whose  action  in  that  respect  is 
that  of  the  company." 

Wilczynski  v.  Pennsylvania  R.  Co.,  100  A.  226,  90 
N.  J.  Law  178,  holds: 

"Where  method  of  doing  work  has  direct  bear- 
ing on  safety  of  servant,  the  duty  is  on  the  master 
to  use  reasonable  care  to  provide  a  safe  method; 
and  he  cannot  escape  liability  by  intrusting  its  per- 
formance to  others,  and  in  action  for  death  of  ser- 
vant of  railroad  when  a  steel  beam  being  loaded  on 
a  lighter  fell  upon  him  while  he  was  working  on 
the  boat  at  his  foreman's  orders,  it  was  immaterial 
what  relation  existed  between  the  boat  owner  and 
the  railroad." 

Roberg  v.  Houston  &  T.  C.  R.  Co.,  Tex.  Civ.  App., 
220  S.W.  790,  holds: 

"A  railroad  furnishing  a  wrecking  crew  with 
chains  of  various  and  ample  strength  is  not  liable 
for  the  death  of  an  experienced  foreman  from 
breaking  of  a  chain  of  insufficient  strength  which 
he  selected." 

Blessing  v.  Camas  Prairie  R.  Co.,  100  P.  2d  416, 
3  Wash.  2d  266,  holds: 
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"A  railroad  was  under  a  nondelegable  duty  to 
provide  a  locomotive  fireman  with  a  safe  place  in 
which  to  work,  and  owed  the  fireman  a  continuing 
duty  of  exercising  reasonable  care  in  keeping  the 
place  safe." 

Porter  v.  Terminal  R.  Ass'n  of  St.  Louis,  111.  App., 
65  N.E.  2d  31,  327  111.  App.  645,  holds: 

"A  master  owes  continuous,  nondelegable  and 
affirmative  duty  to  furnish  servant  reasonably  safe 
working  place,  machinery,  and  instrumentalities, 
though  servant  is  sent  on  another's  premises  to  do 
his  work." 

Re:  non-delegable  duties,  39  C.J.  285,  Section  412, 

says: 

"Certain  primary  or  absolute  duties  are  imposed 
by  law  upon  the  master,  such  as  the  provision  of  a 
safe  place  to  work,  the  furnishing  of  safe  and  suita- 
ble appliances  and  instrumentalities  for  work,  the 
employment  of  a  sufficient  number  of  servants,  the 
selection  of  competent  servants,  and  the  establish- 
ment of  proper  rules  and  methods  of  work.  The 
performance  of  such  primary  or  absolute  duties 
cannot  be  so  delegated  by  the  master  as  to  relieve 
him  from  liability  for  the  consequences  of  a  failure 
to  discharge  them,  but  the  negligence  with  regard 
thereto  of  one  to  whom  their  performance  is  in- 
trusted by  the  master  is  regarded  as  that  of  the 
master  for  which  he  is  responsible,  even  though 
they  are  intrusted  to  a  person  of  approved  skill 
and  fitness." 

Citing: 

Brady  v.  Chicago  Ry.  Co.,  114  Fed.  100; 

Camenzind  v.   Freeland  Furniture  Co.,   89  Ore. 
158; 

California  Navigation  Co.,  110  Fed.  670: 
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Central  Trust  Co.  v.  Wabath  Ry.  Co.,  34  Fed. 
616; 

Howard  v.  Denver  Ry.  Co.,  26  Fed.  837. 
39  C.J.,  p.  322,  Sec.  445  on  Delegation  of  Duty,  says: 

"The  duty  of  the  master  is  a  positive  obligation 
resting  upon  him,  and  he  is  liable  for  the  negligent 
performance  of  such  duty  whether  he  undertakes 
its  performance  personally  or  delegates  it  to  an- 
other. So  the  duty  of  the  master  in  respect  to  rea- 
sonably safe  instrumentalities  and  place  of  work  is 
a  continuing  one,  the  duty  of  inspection  resting 
upon  the  employer  in  consequence  thereof  cannot 
be  delegated  so  as  to  relieve  him  from  the  conse- 
quences of  a  failure  to  inspect  or  of  an  inadequate 
inspection,  (citing  numerous  cases  from  U.  S.  Su- 
preme Court,  U.  S.  Circuit  Courts  and  various  state 
courts)." 

In  23  A.L.R.,  p.  1003,  in  an  extensive  note  upon  non- 
delegable duty,  the  following  occurs: 

"It  is  well  settled  that  the  duties  to  which  the 
grantee  of  a  franchise  or  other  special  privilege, 
authorizing  certain  work,  becomes  subject,  either 
expressly  or  by  implication,  are  absolute  in  such  a 
sense  that  he  cannot,  by  employing  an  independent 
contractor  to  execute  the  work,  devest  himself  of 
his  liability  in  respect  of  their  proper  performance." 

The  rule  is  stated  in  Restatement  of  Torts,  Sec.  428, 
as  follows: 

"An  individual  or  a  corporation  carrying  on  an 
activity  which  can  be  lawfully  carried  on  only  under 
a  franchise  granted  by  public  authority  and  which 
involves  an  unreasonable  risk  of  harm  to  others,  is 
subject  to  liability  for  bodily  harm  caused  to  such 
others  by  the  negligence  of  a  contractor  employed 
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to  do  work  in  carrying  on  the  activity,  (Venuto  v. 
Robinson,  118  F.  2d  679,  3rd  Cir.  N.J.;  Kemp  v. 
Creston  Transfer  Co.,  70  F.  Supp.  521)." 

Where  work  to  be  performed  by  an  independent 
contractor  is  dangerous,  as  in  case  at  bar,  or  the  obliga- 
tion rests  on  the  employer  to  keep  the  subject  of  the 
work  in  safe  condition  as  in  case  at  bar,  the  general  rule 
exempting  the  employer  from  liability  for  personal  in- 
juries to  an  employee  of  the  contractor  does  not  apply, 
and  it  is  the  settled  law  that  an  owner  has  the  non- 
delegable duty  to  furnish  workmen  a  safe  place  in  which 
to  work  and  safe  material  with  which  to  work,  so  that 
appellant  is  not  precluded  from  recovering  from  appel- 
lee merely  or  solely  because  appellant  was  not  the  im- 
mediate employee  of  appellee,  nor  the  fact  that  Gilpin 
Construction  Company  was  an  independent  contractor 
of  itself  does  not  preclude  the  appellant  from  recovering 
from  the  appellee  in  this  action. 

Fisher  v.  Portland  Railway  L.  &  P.  Co.,  74  Ore. 
229; 

Warner  v.  Synnes,  et  al.,  114  Ore.  451. 

In  Vickers  v.  K.  &  W.  V.  R.  Co.,  supra,  the  plaintiff 
and  others  were  employed  by  defendant  as  laborers  in 
building  a  railroad  which  was  not  completed  but  some 
trains  were  being  run  while  the  work  of  construction 
was  still  going  on.  The  plaintiff  by  arrangement  of  de- 
fendant was  carried  to  and  from  his  place  of  employ- 
ment along  the  road  and  to  and  from  his  boarding  place 
on  the  work  train  of  defendant.  Along  the  track  by 
permission  of  defendant  a  derrick  used  in  loading  stone 
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had  been  erected  by  an  independent  contractor.  On  one 
trip,  guy  ropes  supporting  the  derrick  sagged  over  the 
track  and  dragged  the  plaintiff  off  between  the  car  and 
the  engine.  The  contractor  was  negligent  in  causing  the 
injury  to  plaintiff.  The  defendant  relies  on  the  proposi- 
tion that  the  negligence  being  primarily  that  of  the  in- 
dependent contractor  its  whole  duty  to  the  plaintiff  to 
provide  him  with  a  reasonably  safe  place  to  work  was 
discharged  when  it  employed  a  competent  independent 
contractor  and  permitted  him  to  suspend  the  guy  ropes 
in  question  over  its  track.  The  Court  said:  "We  are 
brought  face  to  face  with  the  question,  What  is  the  duty 
of  a  railroad  company  under  the  circumstances  of  this 
case?"  The  syllabus  of  the  case  is  borne  out  by  the  text 
and  is  as  follows: 

"1.  The  general  rule,  subject  to  exceptions,  is 
that,  where  one  has  contracted  with  a  competent 
and  fit  person  exercising  an  independent  employ- 
ment to  do  a  piece  of  work,  not  in  itself  unlawful, 
or  of  such  a  nature  that  it  is  likely  to  become  a 
nuisance,  or  to  subject  third  persons  to  unusual 
danger,  according  to  the  contractor's  own  methods, 
and  without  being  subject  to  control,  except  as  to 
results  of  his  work,  will  not  be  answerable  for  the 
wrongs  of  such  contractor,  his  subcontractors,  or 
his  servants,  committed  in  the  prosecution  of  such 
work. 

"2.  But,  with  respect  to  railroads,  the  nonassign- 
able duty  of  the  master  to  provide  its  servant  a 
reasonably  safe  place  to  work  extends  to  the  entire 
track  over  which  the  servant  is  required  to  pass  in 
the  discharge  of  his  duties;  and  this  is  a  positive 
duty,  which,  although  intrusted  to  an  independent 
contractor,  will  not  absolve  it  from  liability  for  the 
nonperformance  thereof. 
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"3.  Where  one  is  employed  by  a  railroad  com- 
pany as  an  independent  contractor,  to  do  certain 
work  in  the  construction  of  its  roadbed,  in  all  mat- 
ters incident  to  the  use  of  its  tracks  permitted  by 
such  company  the  contractor  and  his  workmen 
represent  the  will  of  the  company,  and  its  responsi- 
bility remains. 

"4.  Although  a  railroad  company  employs  a 
competent  independent  contractor  to  do  certain 
work,  and,  in  the  execution  of  his  contract,  permits 
him  to  suspend  over  its  tracks  guy  ropes,  the  effect 
of  such  contract,  with  respect  to  such  ropes,  is  sim- 
ply to  delegate  to  such  independent  contractor  per- 
formance of  a  nonassignable  duty  of  such  company 
to  maintain  a  reasonably  safe  place  for  its  servants 
to  work,  rendering  it  liable  for  his  negligent  per- 
formance thereof. 

"5.  Where  a  railroad  company  has  permitted  the 
erection  of  guy  ropes  over  its  tracks,  by  an  inde- 
pendent contractor  employed  to  perform  a  part  of 
the  work  of  constructing  its  roadbed,  it  will  never- 
theless be  rendered  liable  for  any  negligence  on  the 
part  of  such  independent  contractor  in  relation  to 
such  guy  ropes,  whether  competent  or  not,  although 
it  may  not  have  had  actual  notice  of  such  negligence 
in  time  to  have  avoided  injury  to  its  servant  result- 
ing therefrom.  In  such  cases  the  law  requires  in- 
spection and  tests  adequate  to  avoid  dangers. 

"6.  Where  a  railroad  company  intrusts  perform- 
ance of  any  of  its  positive  duties  to  its  servants  to 
an  independent  contractor,  his  relationship  to  the 
defendant  becomes  that  of  vice  principal,  and  his 
negligent  performance  of  those  duties  becomes  no- 
tice to  his  principal,  rendering  it  liable  for  injuries 
to  its  servants,  resulting  therefrom." 

Pedersen  v.  D.  L.  &  W.  R.  Co.,  supra,  deals  with  the 
repair  of  tracks  and  bridges  and  the  nature  of  the  duty 
resting  upon  the  carrier.   The  facts  involved  an  employee 


21 

killed  while  carrying  a  sack  of  bolts  or  rivets  to  be  used 
in  repairing  a  bridge.  The  ruling  of  the  lower  court 
required  a  determination  by  the  Supreme  Court  of  the 
United  States  as  to  whether  or  not  the  work  involved 
interstate  commerce  within  the  meaning  of  the  Federal 
Employers'  Liability  Act.  The  point  made  was  that  the 
plaintiff  was  not  at  the  time  of  his  injury  engage  in 
removing  the  old  girder  and  inserting  the  new  one,  but 
was  merely  carrying  to  the  place  where  that  work  was 
to  be  done  some  of  the  materials  to  be  used  therein. 
The  court  said  that  there  was  no  merit  to  that  conten- 
tion. That  the  repair  of  the  bridge  was  a  part  of  the 
work,  or  in  other  words,  it  was  a  minor  task  which  was 
essentially  a  part  of  the  larger  one.  In  passing  upon  the 
question  the  Supreme  Court  said: 

"Tracks  and  bridges  are  as  indispensable  to  in- 
terstate commerce  by  railroad  as  are  engines  and 
cars;  and  sound  economic  reasons  unite  with  settled 
rules  of  law  in  demanding  that  all  of  these  instru- 
mentalities be  kept  in  repair.  The  security,  expedi- 
tion, and  efficiency  of  the  commerce  depends  in 
large  measure  upon  this  being  done.  Indeed,  the 
statute  now  before  us  proceeds  upon  the  theory  that 
the  carrier  is  charged  with  the  duty  of  exercising 
appropriate  care  to  prevent  or  correct  'any  defect 
or  insufficiency  ...  in  its  cars,  engines,  appliances, 
machinery,  track,  roadbed,  works,  boats,  wharves, 
or  other  equipment'  used  in  interstate  commerce. 
But  independently  of  the  statute,  we  are  of  opinion 
that  the  work  of  keeping  such  instrumentalities  in 
a  proper  state  of  repair  while  thus  used  is  so  closely 
related  to  such  commerce  as  to  be  in  practice  and 
in  legal  contemplation  a  part  of  it.  The  contention 
to  the  contrary  proceeds  upon  the  assumption  that 
interstate  commerce  by  railroad  can  be  separated 
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into  its  several  elements,  and  the  nature  of  each 
determined  regardless  of  its  relation  to  others  or  to 
the  business  as  a  whole.  But  this  is  an  erroneous 
assumption.  The  true  test  always  is:  Is  the  work 
in  question  a  part  of  the  interstate  commerce  in 
which  the  carrier  is  engaged?"  (citing  cases) 

So,  therefore,  the  trestle  in  question  being  indispen- 
sable to  interstate  commerce  by  the  appellee  and  by 
law  must  be  kept  in  repair  which  obligation  rested  upon 
the  appellee  or  as  the  Court  said:  "Indeed  the  statute 
now  before  us  proceeds  upon  the  theory  that  the  carrier 
is  charged  with  the  duty  of  exercising  appropriate  care 
to  prevent  or  correct  'any  defect  or  insufficiency  .  .  . 
in  its  .  .  .  track,  roadbed  ...  or  other  equipment'  " — 
and  that  being  true  we  submit  that  the  duty  to  perform 
that  work  is  a  personal  one  and  the  appellee  is  liable 
for  injuries  sustained  by  appellant  and  for  appellee  to 
contend  otherwise  is  a  pure  quibble. 

The  warranty  of  a  safe  place  for  workmen  to  per- 
form their  services  covers  all  workmen  which  term  in- 
cludes not  only  every  servant  directly  employed  by  the 
railroad  to  keep  in  safe  repair  its  roadbed,  railway  lines 
and  bridges,  but  also  those  men  indirectly  employed 
who  perform  the  same  service  usually  performed  by 
members  of  the  regular  railway  construction  crew.  And 
the  reason  is  that  these  services  are  of  direct  necessity 
and  benefit  to  the  railroad  and  its  owner  and  imposed 
by  franchise  upon  the  railroad. 

Appellant  was  performing  a  duty  essential  to  inter- 
state commerce,  a  duty  the  State  of  Washington  had 
imposed  on  the  appellee.    Its  liability  to  its  employees 
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does  not  rest  upon  its  contract  of  employment,  but  of 
repairing  and  keeping  in  safe  condition  the  railroad's 
instrumentalities  of  interstate  commerce  with  its  con- 
sent. It  responsibility  to  perform  this  duty  cannot  be 
contracted  away. 

Nor  can  the  appellee  slough  off  its  liability  to  those 
who  do  the  railroad's  work  by  bringing  an  intermediary 
contracting  employer  between  itself  and  those  workers. 

Appellant  is  entitled  to  this  protection  regardless  of 
the  fact  that  he  was  employed  immediately  by  another 
than  the  common  carrier.  For  these  purposes  he  is  in 
short  a  railroad  carpenter,  because  he  is  doing  a  railroad 
carpenter's  work  and  incurring  the  railroad  carpenter's 
hazard.  Moreover,  to  make  the  policy  effective  the 
grantee  of  the  franchise  is  brought  within  the  liability 
which  is  peculiar  to  the  employment  relation  to  the  ex- 
tent that  and  because  every  one  involved  undertakes 
the  service  of  the  railroad. 

For  convenience,  perhaps,  the  railroad  may  be  at 
liberty  to  conduct  its  business  by  securing  the  advan- 
tages of  specialization  in  labor  and  skill  brought  about 
by  modern  divisions  of  labor.  However,  it  is  not  at 
liberty  by  doing  this  to  discard  its  responsibilities  im- 
posed by  franchise,  one  of  which  is  the  duty  to  maintain 
its  railway  lines  and  roadbed,  tracks  and  bridges  in  a 
reasonably  safe  condition  for  its  use  in  interstate  com- 
merce and  to  furnish  the  workmen  a  reasonably  safe 
place  in  which  to  do  this  work.  It  is  peculiarly  and  ex- 
clusively the  obligation  of  the  railroad  and  it  is  one  it 
cannot  delegate. 
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True  that  these  non- delegable  duties  are  sometimes 
placed  in  the  hands  of  others,  and  to  all  intents  and 
purposes  things  move  along  as  smoothly  and  many  times 
perhaps  more  smoothly  than  if  actually  performed  and 
executed  by  the  railroad;  but,  in  every  case,  the  ultimate 
power, — "power  of  control",  remains  in  the  railroad, 
because  it  did  not  have  the  legal  right  to  relinquish  any 
power  or  duty  of  its  franchise;  and,  in  every  such  case, 
when  put  to  the  test  it  has  always  been  found  that  the 
railroad  not  only  could  not  but  did  not  lose  "the  power 
of  control".  To  let  another  one  use  it,  is  fraught  with 
danger  and  when  loaned  or  let  to  another  for  the  con- 
venience, benefit  or  what-not  of  the  railroad,  said  rail- 
road must  bear  the  burdens,  for  the  holder  of  the  fran- 
chise always  and  exclusively  retains  the  ultimate  "power 
of  control",  which  it  cannot  abdicate. 

Power  of  Control  Doctrine 

Our  next  case,  A.  C.  L.  v.  Tredway,  gives  the  answer 
on  the  theory  of  who  possessed  in  law  the  ultimate 
"Power  of  Control" ;  not  who  exercised  it.  Tredway  was 
a  signalman,  hired,  paid  and  subject  to  discharge  by 
Southern  Railway  Company,  a  common  carrier;  by 
contractual  arrangements  between  Atlantic  Coast  Line 
and  Southern  Railway,  Tredway  was  hired  to  care  for 
signal  system  over  which  A.  C.  L.  had  jurisdiction  and 
power  of  control;  Tredway  was  killed  by  negligence  of 
A.  C.  L.  railroad.  Under  the  rule  laid  down  in  this 
case  the  answer  is  that  appellee  in  case  at  bar  is  liable 
because  of  the  "Power  of  Control"  doctrine. 
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In  this  case,  A.  C.  L.  Railway  v.  Tredway,  the  facts 
briefly  were  that  A.  C.  L.  Railway  was  senior  in  loca- 
tion at  Emporia.  Southern  Railway  wanted  to  cross 
A.C.L.  and  as  a  condition  for  that  privilege,  A.  C.  L. 
exacted  of  Southern  Railway  the  cost  of  maintenance 
of  the  signal  system,  hiring  and  paying  the  employees, 
with  the  power  to  discharge  them.  One  of  the  signalmen 
was  killed  by  A.  C.  L.  This  action  was  instituted  and 
A.  C.  L.  claimed  Tredway  was  not  its  employee  and 
Southern  Railway  to  blame.  Court  held  against  A.  C.  L. 
on  "Power  of  Control"  theory  holding  that: 

1.  A  railway  company  cannot  assign  to  an  in- 
dependent contractor  the  duty  of  maintaining  signal 
lights  along  its  railway  tracks,  so  as  to  relieve  it 
from  liability  for  injury  to  a  servant  while  in  the 
performance  of  such  duty. 

2.  The  relationship  of  master  and  servant  is 
determined  by  the  question  whether  or  not  one 
discharges  the  duties  of  a  servant  to  the  other, 
which  service  is  accepted  by  the  latter,  or  is  of  a 
character  with  respect  to  which  the  duty  of  the  one 
sought  to  be  charged  as  master  is  non-assignable. 

3.  A  railroad  is  the  employer  of  a  man  injured 
while  rendering  services  to  it  in  and  about  the  sig- 
naling of  trains,  although,  by  virtue  of  contract  be- 
tween the  railway  and  another,  he  is  employed  and 
paid  by  the  other  which  also  has  the  right  to  dis- 
charge him. 

4.  Where  the  duty  is  non-assignable,  the  master 
cannot  escape  the  duty  resting  upon  him  by  re- 
linquishment of  control  of  the  servant,  or  by  other- 
wise making  it  impossible  for  himself  to  perform 
the  duty. 

5.  The  ultimate  power  of  control  was  possessed 
by  the  A.C.L.  through  its  contract  with  Southern 
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Ry.  which  company  was  merely  the  agent  of  the 
A.  C.  L.  to  exercise  the  immediate  control  of  Tred- 
way,  with  the  ultimate  power  of  control  remaining 
vested  in  the  A.  C.  L. 

6.  The  A.  C.  L.  had  the  power  of  control  in 
question  originally.  It  need  not  have  parted  with  it. 
If  it  did,  partly  or  wholly,  it  could  not  thereby  de- 
vest itself  of  the  legal  responsibility  it  was  under 
to  exercise  such  control. 

Judgment  for  plaintiff  against  the  defendant  was 
affirmed. 

Certiorari  was  sought  by  the  railroad  in  this  case, 
but  was  denied  by  the  U.  S.  Supreme  Court  on  January 
14,  1918,  245  U.S.  670,  62  L.  Ed.  540,  38  Sup.  Ct.  Rep. 
191. 

In  the  Tredway  case,  the  question  was  whose  duty 
was  it  to  furnish  Tredway  with  a  safe  place  in  which  to 
do  his  work  and  to  determine  the  answer  to  that  ques- 
tion, it  was  necessary  to  ascertain  who  had  the  right  to 
control,  not  who  did  control.  The  right  rested  with  the 
Atlantic  Coast  Line  Ry.  On  its  shoulders  was  the  duty 
and  the  responsibility  to  see  that  Tredway  had  a  safe 
place  in  which  to  work.  In  contracting  with  the  South- 
ern Railway  obligating  it  to  hire  men  to  do  the  work 
and  to  pay  them  and  to  discharge  them  if  it  so  desired 
did  not  in  the  slightest  degree  lessen  the  duty  imposed 
upon  the  Atlantic  Coast  Line  to  see  that  its  responsi- 
bilities were  properly  performed. 

The  test  is  not  whether  the  contract  reserves  to  the 
railroad  the  power  of  control  over  the  employee  on  the 
work  at  the  time  the  workman  was  injured;  the  test  is 
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whether  the  duty  to  keep  in  repair  its  tracks  and  trestles 
imposed  by  the  franchise  upon  the  railroad  is  one  that 
the  railroad  can  assign  to  any  one  and  absolve  itself 
from  any  liability  flowing  from  the  failure  to  furnish  a 
safe  place  in  which  to  work  to  those  making  the  repairs. 

This  exercise  of  right  of  control  or  power  of  control 
does  not  stem  from  the  contract  between  the  railroad 
and  the  contractor  but  from  the  franchise  by  the  state 
to  the  railroad.  The  franchise  itself  clothes  the  railroad 
with  the  power  of  control  which  includes  exercise  of 
control.  These  powers  are  granted  by  the  state  and 
without  the  consent  of  the  state  the  railroad  cannot 
abdicate  these  rights  to  any  one.  So  in  the  repair  of 
Rockton  Bridge  it  was  the  work  of  the  Spokane- Port- 
land 6b  Seattle  Railway  Co.  and  it  alone  had  the  power 
of  control  and  the  work  was  its  work  and  it  must  bear 
the  responsibility  for  appellant's  injuries. 

As  said  before  during  the  time  the  repairs  were  being 
made  on  the  Rockton  Bridge,  there  was  no  cessation  of 
interstate  traffic;  the  trains  of  the  appellee  continued  to 
run,  and  train  orders  were  issued  to  all  including  the 
foreman  of  the  crew  of  which  appellant  was  a  member, 
i.e.,  the  appellee  at  all  times  had  complete  and  absolute 
control  as  a  proprietor  of  the  premises  and  at  any  time 
it  could  stop  or  continue  and  determine  the  way  in 
which  the  work  should  be  done — none  of  these  could  it 
abdicate.  Gilpin  Construction  Co.  could  only  do  this 
repairing  as  the  agent  or  vice  principal  of  appellee,  (18 
R.C.L.  784). 


28 

Vice-Principal  Doctrine 

We  now  pass  to  that  phase  of  the  law  dealing  with 
the  master's  obligation  to  the  servant  with  respect  to 
safe  places  in  which  to  work  wherein  the  master  does 
not  act  directly,  but  attempts  to  perform  his  duty 
through  another.  A  master's  duty  to  furnish,  when 
necessary,  a  reasonably  safe  structure  or  scaffold  on 
which  to  work  is  a  personal,  positive,  absolute  obliga- 
tion, and  he  cannot,  by  delegating  it  to  another,  absolve 
himself  from  liability  for  its  non-performance.  The 
master  is  answerable  for  the  negligent  performance  of 
such  duty,  whether  he  undertakes  it  personally  or 
through  an  agent,  and  this  is  true  although  the  agent 
may,  as  to  other  matters,  be  merely  a  fellow  servant. 
Any  person  who  performs  this  duty  for  the  master  is 
the  vice-principal  of  the  master. 

Sullivan  v.  Hannibal  &  St.  Joseph  R.  Co.,   107 
Mo.  66,  28  A.S.R.  388; 

C.   &  A.   Ry.   Co.   v.   Maroney,    170   111.   520,   62 
A.S.R.  396; 

Gann  v.  Railroad  Co.,  101  Tenn.  380,  70  A.S.R. 
687; 

Ell  v.  Nor.  Pac.  Ry.,  1  N.D.  336,  26  A.S.R.  621. 

The  case  of  Sullivan  v.  Hannibal  Railroad,  supra, 
was  an  action  for  damages  for  injuries  resulting  to  plain- 
tiff in  consequence  of  the  falling  of  a  portion  of  a 
scaffold  or  staging  upon  which  plaintiff  and  other  car- 
penters, under  Prather,  their  foreman  and  the  agent  of 
the  defendant,  were  engaged  in  removing  an  ice-house 
of  the  latter,  which  was  to  be  erected  at  another  place. 
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The  foreman,  Prather,  stood  in  the  relationship,  not 
of  a  fellow  servant  of  the  plaintiff,  but  as  the  vice- 
principal,  the  alter  ego  of  the  defendant  railroad  com- 
pany and  the  Court  held  that  such  person  having  charge 
of  laborers  engaged  in  the  removal  of  a  railroad  com- 
pany's building  is  a  vice-principal  of  the  company,  and 
when  such  person  as  in  this  case  orders  a  laborer  to  use 
a  defective  staging  and  injury  results  to  the  latter  from 
such  use,  the  company  is  liable  therefor,  and  the  Court 
said  that  although  the  laborer  injured  knew,  to  a  certain 
extent,  of  the  defect  in  such  staging,  but  did  not  know 
the  danger  he  was  subjected  by  reason  of  the  defect, 
while  the  foreman  did  know  it,  or  could  have  known  it 
if  he  had  done  his  duty,  the  company  will  be  liable  for 
the  injury  resulting  from  the  fall  of  such  defective 
staging. 

A  foreman  of  a  gang  of  railway  workmen  engaged 
in  repairing  trestles  and  bridges,  and  having  power  to 
employ  and  discharge  such  men  and  to  oversee  and  to 
direct  their  work,  is  a  vice-principal  of  the  railway  com- 
pany, and  the  railway  company  is  liable  for  his  negli- 
gence whereby  one  of  the  workmen  receives  an  injury, 

(Bloyd  v.  St.  Louis  etc.  R.  Co.,  58  Ark.  66,  41 
A.S.R.  85). 

The  doctrine  of  vice-principal  begins  and  ends  with 
the  personal  duties  of  the  master.  It  is  the  master's 
duty  to  provide  a  reasonably  safe  place  in  which  to  per- 
form his  work,  and  to  provide  and  keep  in  proper  repair 
reasonably  safe  tools,  appliances  and  machinery  for  the 
accomplishment    of    the    work    necessary    to    be    done, 
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(Hough  v.  T.  &  P.  Ry.  Co.,  100  U.S.  213,  25  L.  Ed.  612). 

The  true  and  decisive  test  of  a  vice-principal  is  not 
the  relation  of  the  employees  as  to  each  other,  but  the 
character  of  the  act  done  or  services  performed.  When 
a  servant  is  entrusted  with  some  duty  of  the  master, 
which  the  latter  owes  to  another  servant,  and  which 
cannot,  therefore,  be  delegated  by  the  master,  and  the 
duty  is  not  performed,  or  is  negligently  performed,  the 
negligent  servant  is  a  vice-principal,  for  he  must  be  re- 
garded as  the  agent  or  representative  of  his  employer, 
(B.  &  O.  Ry.  Co.  v.  Baugh,  149  U.S.  368,  37  L.  Ed.  772). 

If  a  servant  of  a  railway  company  is  entrusted  with 
the  duty  that  belongs  to  his  principal  as  a  primary  duty, 
he  is,  in  legal  effect,  a  vice-principal  or  representative 
of  the  master,  who  is  answerable  for  his  negligence, 
whereby  another  servant  is  injured,  (N.  P.  Ry.  Co.  v. 
Herbert,  116  U.S.  642,  29  L.  Ed.  755). 

In  the  Hough  case,  the  Court  said: 

"Those,  at  least,  in  the  organization  of  the  cor- 
poration, who  are  invested  with  controlling  or 
superior  authority  in  that  regard  represent  its  legal 
personality;  their  negligence,  from  which  injury  re- 
sults, is  the  negligence  of  the  corporation.  The 
latter  cannot,  in  respect  of  such  matters,  interpose 
between  it  and  the  servant,  who  has  been  injured, 
without  fault  on  his  part,  the  personal  responsibility 
of  an  agent  who,  in  exercising  the  master's  author- 
ity, has  violated  the  duty  he  owes,  as  well  to  the 
servant  as  to  the  corporation." 

In  the  Baugh  case,  the  Court  said: 

"So,  oftentimes  there  is  in  the  affairs  of  such 
corporation  what  may  be  called  a  manufacturing 
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or  repair  department,  and  another  strictly  operating 
department;  these  two  departments  are,  in  their 
relations  to  each  other,  as  distinct  and  separate  as 
though  the  work  of  each  was  carried  on  by  a  sepa- 
rate corporation.  And  from  this  natural  separation 
flows  the  rule  that  he  who  is  placed  in  charge  of 
such  separate  branch  of  the  service,  who  alone 
superintends  and  has  the  control  of  it,  is  as  to  it  in 
the  place  of  the  master.  But  this  is  a  very  different 
proposition  from  that  which  affirms  that  each  sepa- 
rate piece  of  work  in  one  of  these  branches  of 
service  is  a  distinct  department,  and  gives  to  the 
individual  having  control  of  that  piece  of  work  the 
position  of  vice  principal  or  representative  of  the 
master." 


"If  the  master,  instead  of  discharging  it  himself, 
sees  fit  to  have  it  attended  to  by  others,  that  does 
not  change  the  measure  of  obligation  to  the  em- 
ploye, or  the  latter' s  right  to  insist  that  reasonable 
precaution  shall  be  taken  to  secure  safety  in  these 
respects.  Therefore  it  will  be  seen  that  the  question 
turns  rather  on  the  character  of  the  act  than  on 
the  relations  of  the  employes  to  each  other.  If  the 
act  is  one  done  in  the  discharge  of  some  positive 
duty  of  the  master  to  the  survant,  then  negligence 
in  the  act  is  the  negligence  of  the  master." 

In  the  Herbert  case,  the  Court  said: 

"It  is  the  duty  of  the  employer  to  select  and 
retain  servants  who  are  fitted  and  competent  for 
the  service;  and  to  furnish  sufficient  and  safe  ma- 
terials, machinery  or  other  means  by  which  it  is  to 
be  performed,  and  to  keep  them  in  repair  and  order. 
This  duty  he  cannot  delegate  to  a  servant  so  as  to 
exempt  himself  from  liability  for  injuries  caused  to 
another  servant  by  its  omission.  Indeed,  no  duty 
required  of  him  for  the  safety  and  protection  of  his 
servants  can  be  transferred  so  as  to  exonerate  him 
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from  such  liability.  The  servant  does  not  undertake 
to  incur  the  risks  arising  from  the  want  of  sufficient 
and  skillful  colaborers,  or  from  defective  machinery 
or  other  instruments  with  which  he  is  to  work. 
His  contract  implies  that  in  regard  to  these  matters 
his  employer  will  make  adequate  provision  that  no 
danger  shall  ensue  to  him.  This  doctrine  has  been 
so  frequently  asserted  by  courts  of  the  highest  char- 
acter, that  it  can  hardly  be  considered  as  any  longer 
open  to  serious  question." 

A  master  is  liable  for  the  negligence  of  a  subordinate 
to  whom  he  has  entrusted  the  control  of  his  entire  busi- 
ness, or  a  separate  or  distinct  branch  of  it,  where  he 
exercises  no  discretion  or  oversight  of  his  own,  and  the 
agent's  negligence  consists  in  failing  to  supply  and 
maintain  a  safe  place  or  safe  instrumentalities  for  the 
conduct  of  the  business,  for  such  subordinate  represents 
the  master,  and  the  neglect  of  the  agent  is  the  negligence 
of  the  principal,  (Willis  v.  Oregon  etc.  Navigation  Co., 
11  Ore.  257). 

In  the  Willis  case,  the  Court  said: 

"To  constitute  one  vice- principal,  or  superior 
servant,  the  master  must  have  committed  to  him 
the  substantial  control  of  the  business,  and  the 
power  to  do  all  acts  necessary  to  its  conduct."  (cit- 
ing cases). 

Then  the  Court  approved  language  used  in  Mullan  v. 
Phila.  and  Southern  Mail  Steamship  Co.,  78  Penn.  St. 
25,  as  follows: 

"Where  the  master  places  the  entire  charge  of 
his  business,  or  a  branch  of  it,  in  the  hands  of  an 
agent,  exercising  no  discretion,  and  no  oversight 
of  his  own,   the  neglect  of  the  agent  of  ordinary 
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care  in  supplying  and  maintaining  suitable  instru- 
ments at  cities  for  the  work  required,  is  a  breach  of 
duty  for  which  the  master  should  be  liable.  The 
negligence  of  the  agent  with  such  power  becomes 
the  negligence  of  the  master." 

The  Court  then  said  that  Mr.  Justice  Deady  laid  down 
the  rule  as  follows: 

"Where  the  servant  is  authorized  and  required 
by  his  employment  to  furnish  or  provide  suitable 
material  or  appliances  for  the  work  in  which  his 
fellow  servants  are  engaged,  whether  under  his 
direction  or  otherwise,  and  one  of  them  is  injured 
by  reason  of  his  negligence  or  omission  in  this  re- 
spect, the  common  master  or  employer  is  responsi- 
ble in  either  case."  (Referring  to  several  cases). 


Independent  Contractor  Doctrine 

We  now  submit  four  cases  from  U.  S.  Circuit  Courts 
wherein  the  facts  are  similar  to  those  in  case  at  bar, 
i.e.,  railroads  engaged  in  interstate  commerce  employed 
independent  contractors  to  perform  their  duties  and 
employees  of  the  contractors  were  injured  and  the  rail- 
roads were  held  liable.  These  cases  are  known  as  the 
Margue,  Cimorelli,  Roth,  and  Barlion  cases. 

In  Erie  Railroad  Company  v.  Margue,  supra,  there 
was  involved  a  contract  between  the  railroad  and  the 
Dixon  Construction  and  Repair  Company,  under  which 
contract  the  construction  company  with  its  own  em- 
ployees undertook  to  maintain  the  tracks,  roadway  and 
structures  of  the  railroad.  The  contract  was  similar  in 
many  respects  to  the  one  involved  in  case  at  bar. 
Margue,  an  employee  of  the  construction  company,  was 
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injured  while  working  on  the  railroad  tracks  of  the  rail- 
road and  brought  suit  against  the  railroad  for  his  in- 
juries and  the  defense  was  that  he  was  an  employee  of 
an  independent  contractor.  The  case  turned  on  the  ef- 
fect of  a  contract  between  the  railroad  and  construction 
company  which  the  Court  held  to  be  void.  In  passing 
on  the  case  the  Court,  among  other  things,  said  the 
maintenance  of  defendant's  railroad  tracks  was  essential 
to  the  exercise  of  its  franchise  rights,  which  it  undertook 
to  delegate  to  a  construction  company. 

The  Court  also  said  that: 

"It  might  be  well  argued  that  the  duty  of  a  rail- 
road company  to  maintain  its  right  of  way,  over 
which  it  and  it  alone  operates  its  trains,  cannot  be 
delegated  to  another,  so  as  to  relieve  the  company 
of  any  part  of  its  responsibility  therefor.  .  .  .  Cer- 
tainly, not  as  to  the  public  which  it  serves,  and  per- 
haps not  as  to  those  who  work  upon  its  tracks." 

The  Margue  case  could  very  well  have  been  deter- 
mined by  the  rule  laid  down  in  the  Linstead  case,  i.e., 
Whose  work  was  being  done?  In  the  Margue  case  he 
was  doing  the  work  of  the  Erie  Railroad  Company  and 
in  the  case  at  bar  appellant  was  doing  the  work  of  the 

5.  P.  &  S.  Railway  Co.,  and  that  being  true,  the  S.  P. 

6.  S.,  the  C.  &  O.  Railway  and  the  Erie  Railroad  Com- 
pany would  stand  in  the  same  position  and  be  subject 
to  liability  for  the  injuries  sustained  by  the  employee  in 
question. 

Cimorelli  v.  N.  Y.  C.  Railway  Co.,  148  Fed.  2d  575 
(1945;  C.  C.  A.  6th  Ohio),  is  a  typical  case  involving 
the  exact  question  here  whether  one  employed  by  an 
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independent  contractor  may  proceed  against  the  railroad 
company  as  its  employee  under  the  Federal  Employers' 
Liability  Act.  Briefly  the  facts  were  that  the  railroad 
contracted  with  the  United  States  to  operate  in  the 
railroad's  yards  a  temporary  place  for  war  material  in 
transit,  identity  of  lading  of  inbound  cars  was  to  be 
preserved  when  stored  and  when  forwarded  and  railroad 
contracted  with  construction  company  to  unload  and 
reload  the  cars  and  the  railroad's  superintendent  selected 
the  place  in  the  yards  where  and  fixed  the  time  when 
cars  were  to  be  unloaded  or  reloaded,  and  had  to  ap- 
prove in  advance  every  item  of  cost  and  necessity  of 
purchase  of  equipment;  the  railroad  was  held  liable 
under  the  Federal  Employers'  Liability  Act. 

The  court  was  of  the  opinion  that  the  work  involved 
was  of  such  nature  that  the  railroad  was  unable  to  de- 
vest itself  of  control  over  the  details  of  accomplishments 
and  was  so  interwoven  with  the  work  of  operating  a 
railroad  that  the  railroad  could  not  devest  itself  of  con- 
trol. In  brief  the  court  held  that  the  nature  and  char- 
acter of  the  work  was  such  that  its  performance  could 
not  be  committed  exclusively  to  the  construction  com- 
pany. 

We  suggest  that  the  same  is  true  of  case  at  bar;  the 
railroad  continued  to  use  the  trestle  in  its  interstate 
commerce  and  the  nature  and  the  character  of  the  repair 
work  was  such  that  its  performance  could  not  be  com- 
mitted exclusively  to  the  construction  company,  and 
as  in  the  Cimorelli  case,  appellant  was  an  employee  of 
the  railroad  and  not  Gilpin  Construction  Company  since 
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the  nature  and  character  of  the  repairing  of  the  trestle 
was  such  that  its  performance  could  not  be  committed 
exclusively  to  the  construction  company,  but  the  power 
of  control  was  always  with  the  railroad,  which  power 
it  could  not  abdicate. 

In  the  Cimorelli  case  the  court  said  that  part  of  the 
work  to  be  done  by  the  construction  company  was  in 
the  railroad  yards  of  appellee  where  there  was  presuma- 
bly frequent  movement  of  cars  and  appellee  controlled 
the  place  where  the  work  was  to  be  performed.  No  part 
of  the  premises  was  surrendered  to  the  construction 
company.  The  whole  project  involved  many  interde- 
pendent details,  the  control  of  any  one  of  which  could 
not  be  surrendered  without  disorganization  of  the  whole. 
From  the  very  nature  of  the  work  its  performance  could 
not  be  committed  exclusively  to  the  discretion  of  the 
Duffy  Company,  and  the  court  held  that  if  the  existence 
of  the  right  or  authority  to  transfer  or  control  appears, 
the  contractor  cannot  be  independent,  citing  Atlantic 
Transportation  Company  v.  Coney's  Second  Circuit,  82 
F.  177;  Reynolds  v.  Braithwaite,  131  Pa.  416,  18  A.  1110. 

The  court  also  said  that  the  first  question  is  whether 
appellee  for  whom  the  work  was  being  done,  had  given 
up  its  proprietorship  of  the  particular  business  to  the 
Duffy  Construction  Company  and  had  thus  divested 
itself  of  the  right  of  control,  to  the  extent  that  it  had  no 
longer  a  legal  right  to  determine  the  work  or  to  direct  it. 

It  is  suggested  that  the  rules  laid  down  in  the 
Cimorelli  case  apply  to  the  case  at  bar,  for  in  case  at 
bar  the  repair  of  its  tracks  and  bridges  was  an  essential 
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element  exacted  of  appellee  in  its  franchise  and  the 
maintenance  of  these  instrumentalities  was  essential  to 
performing  the  functions  granted  appellee  by  its  fran- 
chise. The  power  of  control  is  a  legal  question  which 
we  submit  could  not  be  abdicated  by  the  appellee,  nor 
could  it  be  exercised  by  the  independent  contractor.  As 
in  the  Cimorelli  case,  so  in  case  at  bar,  the  railroad 
controlled  the  place  where  the  work  was  to  be  performed 
and  in  which  there  was  a  frequent  movement  of  trains 
and  all  the  work  the  contractor  had  to  perform  had  to 
be  done  subordinate  to  the  prior  right  of  the  railroad  in 
the  operation  of  its  trains.  Furthermore  the  control  of 
the  bridge  and  tracks  could  not  have  been  surrendered 
without  disorganization  of  the  whole  and  naturally  from 
the  very  nature  of  the  work  for  which  the  contractor 
was  hired,  could  not  be  committed  exclusively  to  the 
discretion  of  the  contractor.  In  this  connection  it  must 
be  borne  in  mind  that  the  contractor  received  train 
orders  giving  the  time  of  trains  passing  over  said  trestle 
where  the  repair  work  had  to  be  performed  so  that  there 
would  be  no  interference  with  interstate  commerce. 

In  Pennsylvania  Railroad  Company  v.  Roth,  supra, 
there  was  involved  a  contract  between  the  railroad  com- 
pany and  an  independent  contractor  for  work  on  a  cost- 
plus  basis  pertaining  to  unloading  inbound  cars,  as- 
semblying  and  placing  dunnage  on  ground  for  piling  and 
storage  of  inbound  shipments,  stenciling,  marking  and 
placing  in  storage  in  said  yards  inbound  shipments,  etc. 
Roth  was  an  employee  of  the  independent  contractor 
and  while  employed  in  the  work  sustained  injuries  and 
brought  suit  against  the   railroad   company  under   the 
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Federal  Employers'  Liability  Act.  The  contention  of 
the  railroad  was  that  the  employer  of  Roth  was  an  in- 
dependent contractor  with  the  necessary  resuft  that  Roth 
was  not  an  employee  of  the  railroad  and  not  covered 
by  the  provisions  of  the  Federal  Employers'  Liability 
Act.  The  railroad  relied  upon  the  ruling  of  the  Supreme 
Court  in  Chicago,  Rock  Island  and  Pacific  v.  Bond,  240 
U.S.  449,  60  L.  Ed.  735.  Appellee  Roth  relied  upon 
Cimorelli  v.  N.  Y.  C.  Railway  Co.  The  court  followed 
the  ruling  in  the  Cimorelli  case,  holding  that  the  situa- 
tion in  the  Rose  case  was  substantially  the  same  as  was 
in  the  Cimorella  case.  Certiorari  denied,  332  U.S.  830, 
92  L.  Ed.  404,  68  S.  Ct.  208. 

The  Pennsylvania  Railroad  Company  v.  Barlion, 
supra,  involved  a  situation  similar  to  the  Cimorelli  and 
Roth  cases.  In  this  case  the  railroad  agreed  with  the 
government  to  provide  storage  yards  on  its  line  and  the 
railroad  employed  an  independent  contractor  to  unload 
cars,  to  stencil,  mark,  and  store  inbound  shipments,  to 
remark,  reload  outbound  shipments,  all  as  required  by 
the  government,  and  to  do  other  incidental  work  re- 
quired by  the  railroad.  Barlion  was  employed  by  the 
independent  contractor  and  while  doing  this  work  was 
injured  and  brought  an  action  against  the  railroad  under 
the  Federal  Employers'  Liability  Act.  The  respective 
parties  made  the  same  contention  as  made  in  the  Cimo- 
relli and  Roth  cases  and  as  made  in  case  at  bar.  The 
court  said  that  the  controversy  involving  the  status  of 
an  independent  contractor  must  be  decided  on  its  pe- 
culiar facts  and  ordinarily  no  one  feature  of  the  rela- 
tionship is  determinative.    The  court  stressed  the  right 


39 

of  control  and  not  the  exercise  of  control,  saying  that 
the  right  of  railroad's  control  over  the  contractor  rather 
than  exercise  of  control  by  railroad  determines  whether 
the  contractor  is  an  independent  contractor  so  that  the 
injured  employee  of  contractor  is  not  entitled  to  the 
benefit  of  the  Federal  Employers'  Liability  Act,  and 
further  held  that  under  the  facts  as  related,  the  con- 
tractor was  not  an  independent  contractor  and  injured 
employee  of  contractor  was  entitled  to  the  benefits  of 
the  Federal  Employers'  Liability  Act  as  railroad's  em- 
ployee. The  judgment  in  favor  of  Barlion  against  the 
railroad  was  affirmed  on  appeal.  The  court  held  that 
the  case  was  controlled  by  the  Roth  case  and  the  court, 
as  in  the  Roth  case,  said  that  each  controversy  involving 
the  status  of  an  independent  contractor  must  be  decided 
on  its  peculiar  facts,  holding  specifically  that  the  rail- 
road had  the  right  of  control  and  that  it  is  the  right  of 
control  rather  than  its  exercise  that  determines  whether 
or  not  a  contractor  is  an  independent  contractor,  adopt- 
ing likewise  the  holding  in  the  Roth  case  by  saying  that: 

"The  whole  project  involved  many  interdepend- 
ent details,  the  control  of  any  one  of  which  would 
not  be  surrendered  without  disorganization  of  the 
whole,  and  that,  from  the  nature  of  the  work,  its 
performance  could  not  be  committed  exclusively  by 
the  railroad  to  the  contractor  engaged  in  doing  the 
unloading  and  reloading  work  and  rendering  the 
other  services  in  question.  The  railroad  had  this 
right  of  control  in  the  instant  case  to  the  same  ex- 
tent as  it  would  in  the  Roth  case;  and  it  is  the  right 
of  control  rather  than  its  exercise  that  determines 
whether  or  not  a  contractor  is  an  independent  con- 
tractor." 
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We  submit  that  the  foregoing  language  fits  the  case 
at  bar,  for  the  Spokane-Portland  &  Seattle  Railway  Co. 
under  its  charter  had  the  right  of  control  and  likewise 
it  not  only  had  the  right  of  control  but  it  exercised  the 
right  by  its  constant  use  of  its  trains,  which  right  could 
not  be  surrendered  without  disorganization  of  the  op- 
eration of  its  trains;  and  furthermore,  the  duty  imposed 
upon  appellee  to  keep  its  tracks  and  trestles  in  repair 
was  a  duty  that  it  could  not  abdicate  and  in  the  per- 
formance of  that  duty  it  had  to  vouchsafe  to  the  work- 
men who  did  the  repair  work  a  safe  place  in  which  to 
do  that  work. 

We  desire  to  adopt  what  one  writer  said  about  the 
Barlion  case,  it  follows: 

"This  case  is  of  greater  importance  than  at  first 
meets  the  eye.  If  railroads  are  permitted  to  hire 
independent  contractors  to  do  most  of  their  work 
railroads  can  avoid  liability  under  the  Federal  Em- 
ployers' Liability  Act.  Under  workmen's  compensa- 
tion acts,  courts  watch  employers  for  such  evasions. 
Many  employers  would  like  to  avoid  liability  under 
the  workmen's  compensation  act  and  save  premi- 
ums. If  they  were  allowed  to  hire  independent  con- 
tractors who  in  turn  would  hire  the  men,  thus 
avoiding  compensation  coverage,  such  employers 
could  hire  financially  worthless  independent  con- 
tractors who  in  turn  would  carry  no  compensation, 
with  the  result  that  the  employees  of  judgment- 
proof  independent  contractors  would  receive  neither 
compensation  nor  common  law  collections. 

"Similarly  railroads  could  avoid  liability  under 
the  Federal  Employers'  Liability  Act  by  hiring  con- 
tractors to  do  most  of  their  work,  and  there  is  noth- 
ing in  the  law  to  prevent  them  from  hiring  finan- 
cially worthless  contractors.   Such  contractors  would 
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not  come  under  the  Federal  Employers'  Liability 
Act  as  they  are  not  railroads  engaged  in  interstate 
commerce.  Their  employees  in  turn  would  have 
compensation  rights  only  if  they  carried  compensa- 
tion coverage.  Such  independent  contractors  might 
well  be  financially  worthless.  With  these  possibili- 
ties in  mind  it  should  not  lightly  be  held  that  claim- 
ants, who  are  doing  exactly  the  same  work  as  is 
often  done  by  railroad  employees,  are  simply  em- 
ployees of  an  independent  contractor  and  therefore 
beyond  the  purview  of  the  Federal  Employers'  Lia- 
bility Act."  (National  Association  of  Claimants' 
Compensation  Attorneys,  Vol.  3,  p.  206). 

The  same  thought  was  expressed  in  Despatch  Shops 
v.  Railway  Retirement  Board,  153  Fed.  644,  in  dealing 
with  a  question  pertaining  to  railway  employees  in  a 
case  brought  under  a  different  Federal  Act.   We  quote: 

"It  can  be  readily  seen  that  the  railroad  would 
be  free  to  take  from  under  the  act  virtually  all  of 
their  workers  whose  employment  is  in  the  support- 
ing activities,  through  the  simple  expedient  of  set- 
ting up  wholly  owned  corporate  affiliates  to  per- 
form these  services.  It  is  conceivable  that  every- 
thing from  maintenance  of  way  through  engineering 
or  book-keeping  might  be  done  by  so-called  'inde- 
pendent contractors';  the  application  of  this  Act 
and  of  the  other  Acts  passed  for  similar  purposes 
and  embodying  the  same  language  could  be  severely 
limited  as  to  render  them  of  little  worth  in  achiev- 
ing the  purpose  for  which  they  were  passed." 

"Railroad  cannot  escape  its  charter  obligations  by 
a  quibble  such  as  this,"  said  the  Court  in  Philadelphia, 
Washington  &  Baltimore  Railroad  Co.  v.  Hahn,  (Pa.) 
12  Atl.  Rep.  479.  This  was  an  action  for  personal  in- 
juries by  Michael  Hahn. 
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Facts:  The  railroad  contracted  with  contractor  Laf- 
ferty  to  move  cars  on  Washington  Avenue  to  various 
consignees  and  to  bring  them  back  empty  to  its  yard. 
Contractor  employed  teams  and  men  and  exercised  ex- 
clusive and  independent  control  over  them.  While  en- 
gaged in  moving  cars  two  sections  of  a  train  of  empties 
collided  and  Hahn  was  hurt.  Railroad  contended  it  had 
legal  right  to  delegate  the  hauling  of  cars  and  if  injury 
was  caused  by  contractor,  the  verdict  should  be  for 
railroad  as  Lafferty  was  an  independent  contractor  and 
the  railroad  was  not  responsible  for  his  acts.    Held: 

"The  doctrine  contended  for  on  part  of  the 
plaintiff  in  error  cannot  be  sustained.  It  contracted 
for  the  operation  of  a  part  of  its  road  by  horse- 
power, and,  under  this  contract,  asks  to  be  relieved 
from  all  responsibility  for  the  negligent  acts  of  its 
contractor.  We  cannot  agree  with  a  proposition  of 
this  kind,  for  the  principle,  if  established,  might  be 
the  means  of  relieving  the  company  from  all  its 
charter  duties,  so  far,  at  least,  as  concerns  the  pub- 
lic safety.  The  mere  question  of  the  power  by  which 
its  cars  are  to  be  moved  is  of  no  consequence.  If  it 
can  contract  for  horse-power,  so  may  it  for  steam, 
and  it  follows  that  it  might  relieve  itself  of  all  re- 
sponsibility by  contract  with  its  engineers  and  con- 
ductors for  the  running  of  its  locomotives  and 
trains.  It  needs  no  argument  to  show  that  a  rail- 
road company  cannot  escape  its  charter  obligations 
by  a  quibble  such  as  this.  The  judgment  is  af- 
firmed." 

Philadelphia,  B.  8b.  W.  R.  Co.  v.  Karr,  38  App.  D.  C. 
193,  was  an  action  by  Karr  against  railroad  to  recover 
damages  for  injury  to  real  estate.  Railroad  was  author- 
ized by  Congress  to  construct  a  tunnel.    Railroad  con- 
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tracted  with  construction  company  to  do  the  work, 
which  was  negligently  done,  resulting  in  damage  to  ad- 
jacent property.  Railroad  contended  that  contractor 
and  not  railroad  was  liable.  The  court  held  railroad  re- 
sponsible and  upheld  the  verdict  for  plaintiff.  Court, 
inter  alia,  said: 

"The  liability  of  the  principal  is  in  each  case 
dependent  not  upon  the  question  of  whether  or  not 
the  tort  is  committed  by  an  independent  contractor, 
but  upon  whether  the  circumstances  of  the  case  are 
such  as  to  prohibit  the  principal  from  contracting 
away  his  liability.  In  this  instance,  defendant  ac- 
quired a  right  from  Congress  to  construct  the  tun- 
nel. The  grant  to  defendant  was  a  personal  one. 
.  .  .  The  franchise  carried  with  it  the  liability,  and 
defendant,  in  accepting  the  privilege,  accepted  the 
liability  which  could  no  more  be  contracted  away 
than  could  the  franchise  itself." 

The  Court  also  said  that  the  rule  to  be  gathered 
from  the  American  cases  as  summarized  by  Thompson 
in  his  work  on  Negligence,  2d  ed.,  sec.  672,  was  as 
follows : 

"It  is  that,  whenever  the  independent  contractor, 
in  order  to  prosecute  his  work  under  his  contract, 
must  exercise,  in  whole  or  in  part,  a  franchise 
granted  by  the  legislature  to  his  employer, — the  rail- 
road company, — the  company  must  answer  for  his 
torts,  because  it  is  bound  to  see  to  the  correct  ex- 
ecution of  the  powers  conferred  upon  it  by  the  leg- 
islature. An  enjoinment  of  this  doctrine  makes  the 
company  liable  for  all  manner  of  trespasses  of  the 
contractor  done  while  prosecuting  the  work  under 
his  contract;  because  in  every  such  case  he  is  acting 
in  virtue  of  the  franchise  conferred  by  the  legisla- 
ture upon  the  railway  company;  namely,  the  fran- 
chise of  building  a  railroad.    Without  the  possession 
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of  that  franchise,  the  railroad  company  could  not  be 
there  by  its  own  servants,  nor  could  it  be  there  by 
an  independent  contractor.  In  such  a  case  the  per- 
sons employed  by  the  company  to  exercise  its  pow- 
ers are  deemed,  in  law,  to  be  its  servants  or  agents, 
and  it  is  answerable  for  their  trespasses." 

Logically,  the  premise  of  the  appellee  would  lead 
us  to  this  conclusion:  The  railroad  could  delegate  to  Gil- 
pin Construction  Company  its  duty  "to  maintain  its 
railway  lines  and  roadbed,  tracks  and  bridges  in  a  rea- 
sonably safe  condition  for  its  use  in  interstate  com- 
merce," and  in  case  wrecks  occurred  killing  hundreds 
of  passengers,  thousands  of  carloads  of  stock,  maiming 
innumerable  numbers  of  its  train  crews,  etc.,  all  due  to 
the  negligence  of  the  contractor  to  whom  all  so  injured 
must  look.  Or,  let  us  limit  the  delegation  to  the  repair 
of  appelle's  bridges,  and  wrecks  occur — people  and  the 
train  crews  are  killed — the  logic  of  appellee's  position 
would  result  in  the  same  conclusion — which  means  that 
appellee  shifts  its  duty  onto  another  and  without  the 
consent  of  the  state  and  all  so  injured  must  look  to  the 
independent  contractor,  irresponsible  maybe,  and,  if  so, 
then  "without  a  hope  of  remuneration",  as  said  in  the 
case  following. 

In  Lesher  v.  Wabash  Navigation  Co.,  supra,  defend- 
ant employed  independent  contractor  to  furnish  all  the 
material  and  to  do  all  the  work  for  a  price  specified  in 
the  erection  of  a  lock  and  dam.  In  the  execution  of  the 
work,  the  contractors  entered  upon  Lesher's  land  and 
took  considerable  timber  for  the  construction  of  the 
work.   Lesher  sued  the  Wabash  and  not  the  independent 


45 

contractor.  The  defense  was  that  the  defendant  was  not 
liable  for  the  acts  of  the  contractor,  which  defense  was 
sustained  and  on  appeal  reversed.    The  Court  said: 

"The  person  who  was  injured  by  reason  of  acts 
done  by  those  in  the  employ  of  the  company,  and 
in  pursuance  of  their  charter,  had  a  right  to  look 
to  the  principal,  who  alone  had  authority  to  direct 
the  acts  to  be  done  for  compensation,  and  was  not 
bound  to  seek  redress  from  every  servant  who  cut 
a  tree  or  removed  a  stone.  Were  the  rule  otherwise, 
the  company  might,  by  the  employment  of  irre- 
sponsible servants,  compel  the  owner  of  the  land 
to  stand  by  and  see  it  stripped  of  all  that  made  it 

valuable,  without  a  hope  of  remuneration 

It  may  be  true  that  it  is  the  duty  of  the  contractors 
to  pay  these  damages,  as  they  were  bound  by  their 
contract  to  furnish  the  materials;  and  if  so,  they 
will  be  liable  over  to  the  company  for  the  damages 
which  the  company  necessarily  has  to  pay  for  the 
acts  of  the  contractors,  but  this  ultimate  liability 
of  the  contractors  does  not  relieve  the  corporation 
from  their  primary  liability  to  pay  the  damages 
occasioned  to  individuals  by  the  exercise  of  the 
charter  rights  of  the  company,  and  in  the  mode, 
too,  which  the  charter  provides. 

"  .  .  .  The  defendant  is  liable  for  the  damages 
occasioned  by  the  acts  of  the  contractors  which 
were  authorized  by  the  charter  to  be  done  by  the 
company.  As  to  the  persons  who  have  thus  sus- 
tained damages,  the  contractors  were  the  servants 
of  the  company,  and  their  acts  were  the  acts  of  the 
company." 

The  note  to  the  foregoing  case,  among  several  author- 
ities, cites  City  of  Detroit  v.  Cory,  9  Mich.  185,  and 
R.  R.  I.  &  St.  L.  R.  R.  Co.  v.  Wells,  66  111.  321,  holding: 

"that  a  corporation  employing  contractors  to  execute 
its  special  franchise  or  privilege,  and  without  whose 
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authority  the  acts  of  the  contractors  would  be  un- 
authorized and  tortious,  is,  with  respect  to  those 
acts  of  the  contractors  performed  under  its  fran- 
chises, liable  as  a  master  for  the  acts  of  his  servant." 


Whose  Was  the  Work  Doctrine 

The  Linstead  case  which  follows,  answers  the  propo- 
sition with  respect  to  whose  work  was  appellant  doing. 
Let  us  bear  in  mind  that  appellant  was  a  carpenter, 
hired,  paid  and  subject  to  discharge  by  Gilpin  Con- 
struction Company,  the  independent  contractor  in  case 
at  bar;  by  contractual  arrangements  between  appellee 
and  Gilpin,  appellant  and  fellow  workmen  were  repair- 
ing Rockton  Bridge  on  the  railroad  of  appellee;  appel- 
lant was  injured  through  the  negligence  of  Gilpin  in 
that  a  dangerous  and  unsafe  place  in  which  to  work  in 
making  the  repairs  was  furnished  appellant.  The  ques- 
tion is:  Who  is  responsible  in  damages  to  appellant? 
Under  the  rule  laid  down  in  the  next  case  the  answer  is 
that  appellee  is  liable  because  appellant  was  doing  its 
work. 

In  Linstead  v.  C.  &  O.  R.  Company,  supra,  the  U.  S. 
Supreme  Court,  speaking  through  Mr.  Chief  Justice 
Taft,  arrived  at  the  solution  of  the  problem  by  asking 
the  question:  Whose  work  was  Linstead  doing?  Lin- 
stead was  a  conductor,  hired,  paid  and  subject  to  dis- 
charge by  Big  Four  Ry.  By  contractual  arrangements 
between  Big  Four  and  C.  &  O.  Ry.,  Linstead  and  crew 
with  Big  Four  engine  and  caboose  hauled  train  of  emp- 
ties and  loads  of  C.  &  O.  over  C.  &  R.  Ry.  tracks  for 
Big  Four  connection.    Linstead  was  killed  through  neg- 
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ligence  of  C.  &  O.  train  following  Linstead  train.  The 
court  held  that  the  work  was  that  of  the  C.  &  O.  and 
that  C.  &  O.  was  liable  in  damages  for  Linstead's  death. 
Court  said:  We  do  not  think  that  the  fact  that  the  Big 
Four  paid  Linstead's  wages  and  that  he  could  be  dis- 
charged only  by  the  Big  Four,  prevented  him  from  be- 
ing the  servant  of  the  C.  &  O.  for  the  performance  of 
this  particular  job. 

So,  in  case  at  bar,  we  conclude  that  the  work  appel- 
lant was  doing  was  the  work  of  appellee.  No  one  could 
have  built  that  trestle,  nor  repaired  it,  but  by  virtue  of 
the  grant  of  the  franchise.  That  duty  was  imposed  upon 
appellee  by  the  State  of  Washington,  and  it  was  the 
sole  duty  and  the  responsibility  of  appellee  and  it  alone 
to  vouchsafe  the  acquittance  of  that  burden.  The  con- 
struction company  was  its  agent  or  foreman,  or  as 
nowadays  described,  its  vice-principal. 

In  case  at  bar  appellant  stands  in  the  same  relation 
to  the  appellee  as  did  Linstead  to  the  C.  &  O.  Appellant 
in  case  at  bar  was  doing  the  work  of  appellee.  It  was 
the  duty  imposed  on  appellee  by  its  charter  to  see  that 
Rockton  Bridge  was  kept  in  repair.  It  was  the  duty  of 
appellee  to  see  that  those  who  repaired  the  bridge  had 
a  safe  place  in  which  to  do  that  work.  The  contract  be- 
tween the  state  and  appellee  could  not  be  assigned  to 
any  one  or  abdicated  in  any  way  by  appellee  without 
the  consent  of  the  state.  The  franchise  required  appellee 
itself  to  perform  the  duties  imposed  upon  it,  and  the 
work  appellant  was  doing  was  the  work  of  appellee. 
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Franchise  Doctrine 

In  Thomas,  et  al.  v.  West  Jersey  R.  Co.,  101  U.S. 
71,  25  L.  Ed.  750,  Mr.  Justice  Miller  in  delivering  the 
opinion  of  the  Court  said: 

"Where  a  corporation  like  a  railroad  company, 
has  granted  to  it  by  charter  a  franchise  intended  in 
large  measure  to  be  exercised  for  the  public  good, 
the  due  performance  of  those  functions  being  the 
consideration  of  the  public  grant,  any  contract 
which  disables  the  corporation  from  performing 
those  functions  which  undertakes,  without  the  con- 
sent of  the  state,  to  transfer  to  others  the  rights 
and  powers  conferred  by  the  charter,  and  to  relieve 
the  grantees  of  the  burden  which  it  imposes,  is  a 
violation  of  the  contract  with  the  state,  and  is  void 
as  against  public  policy." 

In  Knahtla  v.  O.  S.  L.  Ry.  Co.,  21  Ore.  136,  this 
question  of  delegation  of  duties  imposed  by  franchise 
was  settled  long  ago  in  Oregon  by  the  Supreme  Court 
speaking  through  Justice  Hon.  Robert  S.  Bean,  later  a 
U.  S.  District  Judge  of  the  District  of  Oregon.  It  was 
for  personal  injuries  due  to  negligence  of  the  defendant 
and  its  servants.  The  defense  was  floods  beyond  its 
control,  fellow  servant  and  contributory  negligence.  The 
court  in  classic,  terse  language  said: 

"There  is  no  doubt  that  it  is  the  duty  of  a  rail- 
road company  to  furnish  for  the  use  of  its  employes 
a  reasonably  safe  track,  which  necessarily  includes 
bridges,  and  to  exercise  reasonable  care  to  keep  and 
maintain  the  same  in  a  good  and  safe  condition;  to 
cause  as  frequent  and  thorough  inspection  of  its 
roadbed  and  track  as  under  the  circumstances  may 
reasonably  be  necessary  for  the  purpose  of  dis- 
covering any  defects  therein;  to  exercise  care  in  the 
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selection  and  retention  of  its  servants,  and  to  adopt 
such  rules  and  regulations  as  may  reasonably  be 
necessary  to  guard  against  accident;  and  if  the 
master  fail  to  perform  any  of  these  duties  and  a  ser- 
vant is  injured,  he  is  liable  in  an  action  for  damages 
suffered  by  such  servant,  and  any  duty  which  the 
master  is  required  to  perform  for  the  safety  of  his 
servant  cannot  be  delegated  to  any  servant  of  any 
grade  so  as  to  exempt  the  master  from  liability  for 
an  injury  resulting  to  a  servant  from  its  nonper- 
formance. (Anderson  v.  Bennett,  16  Or.  515;  Miller 
v.  S.  P.  Co.,  20  Or.  285)." 

In  the  Miller  case  (Miller  v.  Sou.  Pac.  Ry.,  20  Ore. 
285),  referred  to  by  the  Court,  Chief  Justice  Lord  said: 

"We  begin  by  saying  that  the  principle  that  any 
duty  which  the  master  is  required  to  perform  for 
the  safety  and  protection  of  his  servants  cannot  be 
delegated  to  any  servant  of  any  grade  so  as  to  ex- 
empt the  master  from  liability  to  a  servant  who 
has  been  injured  by  its  non-performance,  cannot  be 
questioned.  Nor  can  it  be  questioned  that  among 
these  duties  are  not  included  the  duty  of  a  railroad 
company  to  keep  its  road-bed  and  track,  rolling- 
stock,  tools,  machinery  and  appliances  in  good  and 
safe  condition;  to  cause  as  frequent  and  thorough 
inspection  of  these  as  can  be  done  consistently  with 
the  conduct  of  its  business  for  the  purpose  of  dis- 
covering any  defects  that  may  occur  from  acci- 
dental causes,  or  the  effects  of  wear  and  tear,  or 
the  progress  of  decay;  to  exercise  care  in  the  selec- 
tion of  its  servants,  and  in  their  retention  in  its 
service;  and  to  adopt  such  rules  and  regulations  as 
are  calculated  to  guard  against  accidents,  and  to 
make  the  servants  in  its  employ  reasonably  safe. 
Our  inquiry  then  is:  Was  the  character  of  the  act 
performed  by  the  servant  such  an  act  as  the  law 
implies  a  contract  duty  upon  the  part  of  the  master 
to   perform? — for  if  it  was,   then   such  servant,   in 
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respect  to  that  act,  ceases  to  be  a  servant,  and  be- 
comes an  agent  or  vice-principal." 

In  Oregon  v.  Portland  General  Electric  Company, 
supra,  the  Supreme  Court  adopts  the  rule  that  a  railroad 
corporation  can  exercise  no  power  or  authority  which  is 
not  granted  to  it  by  the  charter  under  which  it  exists, 
or  by  some  other  act  of  legislature  which  granted  that 
charter.  That  it  is  universally  held  that  all  grants  of  a 
franchise  are  to  be  strictly  construed  against  the  grantee 
and  that  nothing  passes  by  implication.  That  a  railroad 
corporation  to  which  a  franchise  has  been  granted  with 
no  power  to  transfer,  has  no  power  to  transfer  and  a 
transfer  is  void,  and  does  not  relieve  the  franchise  of 
any  of  the  burdens  imposed  by  the  act  of  creation,  and 
that  where  a  railroad  corporation  has  granted  to  it  by 
charter  a  franchise  intended  in  a  large  measure  to  be 
exercised  for  the  public  good,  the  due  performance  of 
those  functions  being  the  consideration  of  the  public 
grant,  any  contract  which  disables  the  corporation  from 
performing  those  functions  which  undertakes,  without 
the  consent  of  the  state,  to  transfer  to  others  the  rights 
and  powers  conferred  by  the  charter,  and  to  relieve  the 
grantee  of  the  franchise  of  the  burden  which  it  possesses, 
is  a  violation  of  the  contract  with  the  state,  and  is  void 
as  against  public  policy,  and  that  such  corporation  can- 
not absolve  itself  from  the  performance  of  its  obligations 
wihout  the  consent  of  the  legislature. 

To  uphold  its  decision  the  court  cites  many  cases 
from  the  Supreme  Court  of  the  United  States  and  many 
state  courts. 
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Breach  of  Statute  Doctrine 

Let  us  pursue  this  matter  a  step  further:  Surely  the 
requirements  of  a  franchise  are  as  obligatory  and  on  as 
high  plane  as  the  provisions  of  the  Safety  Appliance  Act, 
if  not  higher.  And  a  failure  to  comply  with  the  require- 
ments of  the  Federal  Safety  Appliance  Act  is  an  action- 
able breach  of  duty  toward  travellers  on  highways  as 
well  as  toward  employees  and  passengers.  So  in  case  at 
bar,  where  the  franchise  made  it  the  duty  of  appellee 
to  maintain  and  keep  in  repair  its  tracks  and  bridges 
and  where  it  was  likewise  the  duty  of  appellee  to  see 
that  a  safe  place  was  provided  to  those  doing  its  work, — 
its  failure  to  comply  with  its  franchise,  we  maintain,  is 
an  actionable  breach  of  duty  toward  appellant  which 
appellee  cannot  successfully  challenge  no  more  than  it 
could  challenge  any  breach  of  the  statute. 

Brady  v.  Terminal  R.  Assoc,  303  U.S.  10,  82  L. 
Ed.  615; 

Fairport  P.  &  E.  Railroad  v.  Meredith,  292  U.S. 
589,  78  L.  Ed.  1446; 

L.  &  N.  Railroad  v.  Layton,  243  U.S.  617,  61  L. 
Ed.  931,  37  S.  Ct.  456. 

Mr.  Justice  Hughes,  in  Brady  v.  Terminal  R.  Asso- 
ciation, sums  up  the  situation.  This  was  an  action  under 
the  Safety  Appliance  Act  against  the  Terminal  Railroad 
Association  by  Brady,  an  employee  of  the  Wabash  Rail- 
road, which  railroad  he  first  sued  and  judgment  reversed 
on  the  ground  that  the  Wabash  had  not  accepted  the 
car  and  was  not  responsible,  (83  A.L.R.  655).  There- 
upon the  present  action.    The  Court  held  that: 
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1.  "The  obligation  to  provide  secure  handholds 
on  the  roofs  of  freight  cars,  imposed  by  the  Federal 
Safety  Appliance  Act,  is  owed  to  the  employee  of 
another  railroad  company  whose  duty  it  is  to  in- 
spect cars  tendered  to  his  employer  for  transpor- 
tation." 

2.  "The  duty  imposed  by  the  Federal  Safety 
Appliance  Act  is  an  absolute  one;  and  a  railroad 
company  is  not  excused  by  any  showing  of  care, 
however  assiduous." 

3.  "A  railroad  employee  is  not  excluded  from 
the  benefits  of  the  Federal  Safety  Appliance  Act  by 
the  fact  that  his  work  is  that  of  inspection  for  the 
purpose  of  discovering  defects  of  the  sort  which 
caused  his  injury." 

In  rendering  the  opinion,  the  Chief  Justice  used  the 
following  language: 

"The  liability  springs  from  its  being  made  un- 
lawful to  use  cars  not  equipped  as  required, — not 
from  the  position  of  the  employee  may  be  in  or  the 
work  which  he  may  be  doing  at  the  moment  when 
he  is  injured,  provided  the  defective  equipment  is 
the  proximate  cause  of  the  injury," 

which  language  was  used  by  the  Court  in  L.  &  N.  R. 
Co.  v.  Layton,  supra. 

In  Louisville  &  Nashville  Railroad  v.  Layton,  supra, 
an  action  by  Layton,  an  employee  of  the  railroad,  for 
damages  due  to  defective  brakes.  In  affirming  the  ver- 
dict, the  Court  dealt  upon  the  purpose  of  such  legisla- 
tion, saying: 

"By  this  legislation  the  qualified  duty  of  the 
common  law  is  expanded  into  an  absolute  duty 
with  respect  to  car  couplers,  and  if  the  defendant 
railroad  companies  used  cars  which  did  not  comply 
with   the   standard   thus   prescribed,    they   violated 
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the  plain  prohibition  of  the  law,  and  there  arose 
from  that  violation  a  liability  to  make  compensa- 
tion to  any  employee  who  was  injured  because  of 
it.  (citing  cases). 

"While  it  is  undoubtedly  true  that  the  immedi- 
ate occasion  for  passing  the  laws  requiring  auto- 
matic couplers  was  the  great  number  of  deaths  and 
injuries  caused  to  employees  who  were  obliged  to 
go  between  cars  to  couple  and  uncouple  them,  yet 
these  laws  as  written  are  by  no  means  confined  in 
their  terms  to  the  protection  of  employees  only 
when  so  engaged.  The  language  of  the  acts  and  the 
authorities  we  have  cited  make  it  entirely  clear  that 
the  liability  in  damages  to  employees  for  failure  to 
comply  with  the  law  springs  from  its  being  made 
unlawful  to  use  cars  not  equipped  as  required, — 
not  from  the  position  the  employee  may  be  in,  or 
the  work  which  he  may  be  doing  at  the  moment 
when  he  is  injured.  This  effect  can  be  given  to  the 
acts  and  their  wise  and  humane  purpose  can  be 
accomplished  only  by  holding,  as  we  do,  that  car- 
riers are  liable  to  employees  in  damages  whenever 
the  failure  to  obey  these  Safety  Appliance  Laws  is 
the  proximate  cause  of  injury  to  them  when  en- 
gaged in  the  discharge  of  duty." 

Fairport,  Painesville  &  Eastern  Railroad  Company  v. 
Meredith,  supra,  was  an  action  for  injuries  resulting 
from  a  collision  at  a  railway  crossing  between  automo- 
bilist  and  a  train  of  the  railroad.  Train  had  good  brakes, 
but  air  was  disconnected, — a  violation  of  the  Safety 
Appliance  Act.  Verdict  for  Meredith  sustained.  Court 
held  that: 

1.  "The  qualified  duty  imposed  by  common  law 
on  a  railroad  company  to  provide  and  keep  in  rea- 
sonably safe  condition  adequate  brakes  for  the  con- 
trol of  its  trains  is  converted  by  the  Federal  Safety 
Appliance  Act  into  an  absolute  duty,  from  the  vio- 
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lation  of  which  there  arises  a  liability  for  an  injury 
resulting  therefrom  to  any  person  falling  within 
the  terms  and  intent  of  the  act." 

2.  "The  nature  of  the  duty  imposed  by  a  statute 
and  the  benefits  resulting  from  its  performance 
usually  determine  what  persons  are  entitled  to  in- 
voke its  protection." 

3.  "Failure  to  comply  with  the  requirements  of 
the  Federal  Safety  Appliance  Act  that  power  brakes 
be  used  in  operating  trains  in  an  actionable  breach 
of  duty  towards  travelers  on  highways  as  well  as 
towards  railroad  employees  and  passengers." 

In  Michelson  v.  Erie  Ry.,  (1929)  106  N.  J.  L.  147, 
147  Atl.  535,  16  Neg.  cases  at  p.  294,  plaintiff  was  an 
employee  of  Fred  Snare  Corp.,  the  consignee  of  logs 
hauled  on  Erie  Railway  flat  cars  delivered  to  consignee. 
Logs  on  the  flat  cars  were  supported  by  stakes  and 
wires.  Plaintiff  chopped  one  stake,  other  gave  way. 
Logs  rolled  off  flat  car  onto  plaintiff  and  killed  him. 
Inspection  disclosed  stakes  which  broke  were  decayed 
which  was  not  a  latent  defect. 

HELD:  It  was  the  duty  of  the  railway  to  inspect 
said  stakes, — it  owed  the  same  duty  to  plaintiff,  the  em- 
ployee of  consignee,  as  to  its  own  employees.  Verdict  for 
plaintiff  affirmed.  (This  is  the  Court  which  10  years 
earlier  decided  Drago  v.  Central  Ry.  of  N.  J.,  93  N.J. 
176,  103  Atl.  803  in  1918.) 

Employer-Employee  Doctrine 

The  criterion  of  applicability  of  the  Federal  Em- 
ployers' Liability  Act  is  the  employee's  "occupation" 
at  the  time  of  his  injury  in  interstate  transportation  or 
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work  so  closely  related  thereto  as  to  be  practically  a 
part  of  it. 

N.  Y.  N.  H.  &  H.  v.  Bezue,  284  U.S.  415,  76  L. 
Ed.  370,  52  Sup.  Ct  24,  77  A.L.R.  1370; 

Shanks  v.  D.  L.  &  W.,  239  U.S.  556,  60  L.  Ed. 
436; 

C.  &  E.  I.  v.  Indus.  Com.,  284  U.S.  296,  76  L.  Ed. 
304,  52  Sup.  Ct.  151. 

The  mere  fact  of  employment  by  an  interstate  rail- 
road does  not  bring  an  employee  within  the  Federal 
Employers'  Liability  Act. 

N.  Y.  N.  H.  &  H.  v.  Bezue,  284  U.S.  415,  76  L. 
Ed.  370; 

D.  L.  &  W.  v.  Yurkonis,  238  U.S.  439,  59  L.  Ed. 
1397,  35  SupCt.  902; 

C.  B.  &  Q.  v.  Harrington,  241  U.S.  177,  60  L.  Ed. 
941,  36  Sup.  Ct.  517; 

N.  Y.  C.  v.  White,  243  U.S.  188,  61  L.  Ed.  667; 

I.  A.  C.  v.  Davis,  259,  U.  S.  182,  66  L.  Ed.  888, 
42  Sup.  Ct.  489. 

Nor  the  mere  fact  of  non-employment  by  a  railroad 
engaged  in  interstate  commerce  does  not  preclude  an 
employee  from  protection  of  the  Federal  Employers' 
Liability  Act. 

Cimorelli  v.  N.  Y.  C,  148  F.  2d  575; 

Erie  Ry.  v.  Margue,  23  F.  2d  664; 

Penn.  Ry.  v.  Roth,  163  F.  2d  161; 

Penn.  Ry.  v.  Barlion,  172  F.  2d  710; 

Annotation:  Who  within  and  without  F.  E.  L.  A., 
77  A.L.R.  1374-81; 

Master  &  Servant,  Sees.  91-97  A.L.R.  Digest. 
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In  truth  a  violation  by  the  railroad  of  the  Safety- 
Appliance  Act  affords  relief  to  a  member  of  the  public 
if  injured  by  reason  of  the  infraction  of  said  Act. 

Fairport,  P.  8b  E.  Railroad  v.  Meredith,  292  U.S. 
589,  78  L.  Ed.  1446. 

We  submit  that  the  contention  in  behalf  of  appellant 
finds  support  in  the  trend  and  policy  of  decisions  of  the 
U.  S.  Supreme  Court  and  certain  circuit  courts,  as  well 
as  in  the  statutes  of  the  Congress.  The  benefits  of  the 
Federal  Employers'  Liability  Act  have  been  extended 
to  seamen  by  Sec.  33  of  The  Merchant  Marine  Act  of 
June  5th,  1920,  46  U.S.C.A.,  Sec.  688,  known  as  the 
Jones  Act.  And  by  construction  of  the  courts  the  rights 
and  benefits  of  the  obligation  of  seaworthiness,  tradi- 
tionally owed  by  an  owner  of  a  ship  to  a  seaman,  have 
been  extended  to  a  stevedore  injured  while  working 
aboard  the  ship,  doing  a  seaman's  work,  though  em- 
ployed by  an  independent  stevedore  company,  (Seas 
Shipping  Co.  v.  Sieracki,  supra). 

Sieracki  was  employed  by  an  independent  stevedor- 
ing company  which  was  under  contract  with  Seas  Ship- 
ping Co.  to  load  its  ship.  Sieracki  was  on  the  vessel 
loading  cargo.  The  shackle  supporting  the  boom  broke 
at  its  crown  causing  the  boom  and  tackle  to  fall  and 
injure  Sieracki.  He  sued  three  concerns.  District  court 
held  Bethlehem  Steel  Co.  and  Bethlehem  Sparrow's 
Point  liable  due  to  defect  in  forging  shackle,  but  held 
favorable  to  Seas  Shipping  Co.  On  appeal  Circuit  Court 
held  that  Sieracki  was  entitled  to  same  rights  as  seamen 
and  should  recover  against  Seas  Shipping  Co.  for  the 


57 

ship's  lack  of  seaworthiness.    Aff.   by  U.   S.    Supreme 
Court. 

In  the  Sieracki  case,  supra,  in  rendering  its  opinion 
the  Court  laid  down  principles  and  utterances  applicable 
to  case  at  bar: 

An  employee  of  a  stevedoring  company  engaged 
in  loading  a  ship,  injured  while  working  aboard  the 
ship  by  a  defect  in  its  equipment  amounting  to  un- 
seaworthiness, may  recover  damages  from  the  ship- 
owner. 

For  injuries  incurred  while  working  aboard  a 
ship  in  navigable  waters  a  stevedore  is  entitled  to 
the  seaman's  traditional  and  statutory  protection 
regardless  of  the  fact  that  he  is  employed  immedi- 
ately by  another  than  the  owner. 

The  obligation  of  seaworthiness  imposed  upon 
the  owner  of  a  vessel  in  favor  of  those  in  the  vessel's 
service  is  one  which  he  cannot  delegate;  nor  can  he 
contract  it  away  as  to  any  workman  within  the 
scope  of  its  policy. 

This  rule  laid  down  in  the  Sieracki  case,  supra,  was 
followed  by  this  Court  in  United  States  v.  Arrow  Steve- 
doring Co.,  175  F.  2d  329. 

In  Standard  Oil  Co.  v.  Anderson,  supra,  a  leading 
case  on  the  "loaned  servant  doctrine",  but  not  involving 
the  application  thereof  under  the  Federal  Employers' 
Liability  Act,  applied  the  same  reasoning  and  obtained 
the  same  result  as  in  the  Sieracki  case  and  applied  the 
test,  whose  work  was  it. 

The  plaintiff  was  a  longshoreman  employed  by  a 
master  stevedore  who  under  contract  with  defendant 
was    engaged    in    loading    ship    Susquehanna    with    oil. 
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Plaintiff  was  working  in  hold  where  without  his  fault 
he  was  injured  by  load  of  oil  unexpectedly  lowered.  All 
loading  was  done  by  employees  of  stevedore  except  op- 
eration of  winch  by  winchman,  an  employee  of  de- 
fendant. 

The  question  for  determination  was  whether  winch- 
man  was  the  servant  of  defendant  or  of  stevedore  at 
the  time  plaintiff  was  injured.  If  he  was  the  servant  of 
defendant  then  defendant  was  responsible;  if  not,  that 
ends  the  case.  The  winchman  was  hired  and  paid  by 
defendant  who  alone  had  the  right  to  discharge  him. 
The  stevedore  had  no  control  over  the  movements  and 
conduct  of  the  winchman  except  that  the  hours  of  labor 
of  winchman  necessarily  conformed  to  the  hours  of 
labor  of  plaintiff.  The  winchman  had  to  rely  upon  em- 
ployees of  stevedore  for  signals  for  hoisting  and  lowering 
of  loads  of  cases  of  oil.  The  negligence  claimed  was 
lowering  a  draft  of  cases  before  receiving  signal.  Verdict 
for  plaintiff.  Affirmed  by  Circuit  and  U.  S.  Supreme 
Courts. 

The  Court  laid  down  the  test  by  which  it  could  be 
determined  whether  appellee  was  liable,  namely:  "Whose 
is  the  work  being  performed, — a  question  which  is  usu- 
ally answered  by  ascertaining  who  has  the  power  oi  con- 
trol in  the  performance  of  their  work.  Here  we  must 
carefully  distinguish  between  authoritative  direction  and 
control,  and  mere  suggestion  as  to  details  or  the  neces- 
sary cooperation,  where  the  work  furnished  is  part  of  a 
larger  undertaking." 

It  is   respectfully   asserted   that  a   common   carrier, 
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under  a  franchise  from  a  commonwealth,  can  never  lose 
the  power  to  control,  can  never  delegate  that  duty,  nor 
escape  the  responsibility.  The  absurdity  of  a  contrary 
contention  is  readily  seen  by  pursuing  the  matter  to  its 
logical  extremes,  i.e.:  Supposing  the  carrier  sub-let  to 
various  and  sundry  contractors  its  various  and  sundry 
duties, — its  repairs  of  bridges  to  A, — its  trains  to  B,  its 
signal  system  to  C,  its  roadbed  to  D,  et  ad  infinitum. 
To  state  the  question  is  to  give  the  answer. 

The  rule  herein  established  was  followed  by  Chief 
Justice  Taft  in  Linstead  v.  C.  &  O.  R.  Co.,  supra. 

Appellee  Authorities 

Appellee  will  rely  perhaps  on  C.  R.  I.  &  P.  v.  Bond, 
240  U.S.  449,  60  L.  Ed.  735.  In  that  case  the  railway 
was  in  the  position  where  it  could  in  fact  turn  over  the 
work  in  question  to  Turner,  an  independent  contractor, 
and  allow  him  to  carry  on  the  work  as  an  independent 
contractor.  In  the  work  Turner  could  have  carried  on 
his  job  24  hours  of  the  day  without  any  interference 
with  the  operation  of  the  trains  and  the  commerce  of 
the  Rock  Island  Railroad.  That  is  to  say,  the  freedom 
of  action  of  the  Rock  Island  was  in  no  way  curtailed 
and  the  statute  as  interpreted  at  that  time  in  1915  has 
no  application  to  the  situation  as  of  the  present  time  or 
at  any  time  since  the  1939  Amendment  but  eliminating 
the  1939  Amendment  entirely,  the  Bond  case  as  it  is 
called,  is  no  criterion  for  the  case  at  bar.  In  case  at  bar, 
appellee  could  not  grant  to  the  Gilpin  Construction 
Company  the  freedom  of  action  that  the  Rock  Island 
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granted  to  Turner.  Appellee  was,  by  franchise  with  the 
state  in  carrying  on  its  interstate  commerce,  bound  to 
keep  itself  in  the  position  where  it  could  control  the 
bridge  and  could  use  it  in  its  daily  interstate  commerce, 
which  in  fact  it  did  use,  and  Gilpin  Construction  Com- 
pany subordinated  its  work  to  the  rights  of  appellee  in 
that  Gilpin  Construction  Company  received  and  ob- 
served the  train  orders  of  appellee  issued  from  day  to 
day  in  the  operation  of  its  trains  over  the  trestle  in 
question.  Appellee  was  also  duty  bound  by  its  franchise 
to  maintain  and  keep  in  repair  its  instrumentalities  used 
by  it  in  its  interstate  commerce.  This  was  a  duty  which 
it  could  not  abdicate.  This  was  an  essential  function  of 
appellee  which  it  could  not  delegate  to  any  body. 
Neither  the  appellee  nor  the  Rock  Island  in  1915  could 
have  delegated  to  an  independent  contractor  the  repair 
of  the  tracks  and  trestles  used  by  them  in  interstate 
commerce.  The  power  of  control  lodged  in  the  common 
carrier  is  a  power  that  it  cannot  delegate. 

It  is  rather  interesting  to  refer  to  Kamboris  v.  O.  W. 
R.  &  N.,  75  Ore.  358,  decided  in  1915  by  the  Supreme 
Court  of  Oregon,  dealing  with  the  same  subject  as  by 
the  Illinois  Court  in  the  Bond  case.  Be  it  said  to  the 
credit  of  the  Oregon  Court  that  it  laid  down  the  law  in 
1915  which  has  been  the  law  everywhere  since  the  1939 
Amendment  to  the  Federal  Employers'  Liability  Act. 

The  Bond  case  and  the  case  of  Casement  v.  Brown, 
and  like  authorities,  are  disposed  of  by  A.  C.  L.  v.  Tred- 
way,  supra,  in  the  following  language: 

"They  are  inapplicable  to  the  instant  case,  for 
the  reason  that  the  duties  of  the  servant  in  question 
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were  of  such  a  character,  as  above  noted,  that  they 
could  not  be  assigned  by  the  defendant  to  an  in- 
dependent contractor  so  as  to  release  itself  from 
the  position  of  responsibility  for  their  proper  dis- 
charge. That  is  to  say,  the  defendant  could  not 
abdicate  its  position  of  master  with  regard  to  the 
plaintiff's  intestate  in  the  instant  case,  by  delegat- 
ing or  assigning  its  duty  of  control  of  such  servant 
to  any  independent  contractor.  It  is  not  a  case  in 
which  the  doctrine  of  independent  contractor  is 
applicable.  See  authorities  collated  in  note  to  66 
L.R.A.  pp.  119,  136,  137,  140,  142;  Boucher  v.  New 
York,  N.  H.  &  H.  R.  Co.,  supra,  13  L.R.A.  (N.S.) 
1177,  and  authorities  collated  in  note  thereto." 

Other  authorities  on  C.  R.  I.  &  P.  v.  Bond  and  against 
the  contention  of  appellee  are: 

Kamboris  v.  O.  W.  R.  &  N.,  75  Ore.  358,  146  Pac. 
1097; 

Erie  Railway  Co.  v.  Margue,  23  Fed.  2d  664; 

Cimorelli  v.  New  York  Central  Railroad  Co.,  148 
Fed.  2d  575; 

Pennsylvania   Railroad   Co.   v.   Roth,    163   F.   2d 

161. 
Penn.  Ry.  Co.  v.  Barlion,  supra,  172  F.  2d  710. 

So  in  conclusion,  let  us  close  by  observing  that  the 
relationship  of  master  and  servant  existed  between  ap- 
pellee and  appellant,  but  did  not  exist  between  the  in- 
dependent contractor  and  appellant.  Appellant  rendered 
and  discharged  and  appellee  received  and  accepted  a 
service  of  a  character  with  respect  to  which  the  duty  of 
the  railroad  under  its  franchise  was  non-assignable.  The 
State  of  Washington  granted  an  exclusive  prerogative 
to  appellee,  and,  only  of  appellee  could  the  state  exact 
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performance.  The  duty  was  the  exclusive  obligation  of 
appellee  and  that  duty  could  not  be  evaded,  assigned  or 
delegated,  nor  could  it  be  contracted  away.  All  who 
rendered  services  for  appellee  pursuant  to  that  duty,  or 
in  its  discharge  were  servants  of  appellee,  and  the  in- 
dependent contractor  was  its  agent  or  vice-principal. 

And  the  responsibility  to  provide  appellant  and  his 
fellow  servants  a  safe  place  in  which  to  repair  the  bridges 
was  the  responsibility  of  appellee  and  it  alone  must  bear 
the  blame  for  the  injuries  sustained  by  appellant. 

These  principles  of  law  form  the  crux  of  this  case. 
The  parties  admit  and  the  court  has  found  that,  "It  was 
the  duty  of  defendant  to  maintain  its  railway  lines  and 
its  roadbed,  tracks  and  bridges  in  a  reasonably  safe 
condition  for  its  use  in  interstate  commerce."  We  con- 
tend that  this  is  a  positive  duty,  that  it  is  absolute,  that 
it  is  non-delegable,  that  it  is  non-assignable,  that  it  is  a 
personal  duty,  that  the  railroad  cannot  in  law  abdicate 
its  power  of  control  of  the  instrumentalities  that  are  in- 
dispensable in  its  performance  of  the  duties  imposed 
upon  it  by  its  franchise.  The  responsibility  is  constant, 
it  never  shifts.  True,  railroads  do  permit  other  railroads 
to  use  their  roads,  their  right  of  ways,  their  bridges, 
sometimes  a  railroad  assigns  to  another  road  the  cost 
and  obligation  of  maintaining  signal  system  along  its 
tracks,  sometimes  a  railroad  agrees  with  contractors  to 
repair  its  bridges,  etc.,  but  in  all  of  these  instances  the 
railroad  which  obtained  the  franchise  is  responsible  to 
those  sustaining  injury  because  of  negligence  on  the 
part  of  that  one  selected  by  the  carrier  to  perform  its 


63 

work  and  because  the  "power  of  control"  rested  and  re- 
mained in  the  railroad, — grantee  of  the  franchise, — who 
could  not  bargain  it  away  or  abdicate  it  even  if  it  so 
desired.  And  if,  by  exigencies  of  whatever  nature,  it  did 
contract,  assign  or  lease  such  personal,  positive,  un- 
alienable, non-delegable  duty  and  negligence  occurred 
in  the  execution  or  performance  thereof  and  damages  to 
anyone  occurred,  the  franchise  holder  must  answer. 


CONCLUSION 

Therefore,  it  is  respectfully  contended  that  the  Dis- 
trict Court  made  error  prejudicial  to  the  rights  of  the 
appellant;  and  that  the  judgment  of  the  District  Court 
should  be  reversed  and  the  action  remanded  to  the 
Trial  Court  for  trial  upon  the  merits. 

Respectfully  submitted, 

Elton  Watkins, 

Attorney  for  Plaintiff-Appellant. 
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On  Appeal  from  the  United  States  District  Court  for  the 
District  of  Oregon. 


STATEMENT  OF  THE  CASE 

This  action  was  commenced  in  the  United  States 
District  Court  for  the  District  of  Oregon  by  a  resident 
of  the  State  of  Washington  against  a  Washington  cor- 
poration (Tr.  11).  Appellant,  an  employee  of  Gilpin 
Construction    Company,   brought   suit   against  appellee 


under  the  Federal  Employers'  Liability  Act  (herein- 
after referred  to  as  F.E.L.A.)  to  recover  damages  for 
personal  injuries  sustained  by  him  on  January  10,  1947, 
when  he  fell  a  distance  of  between  sixty  and  seventy 
feet  to  the  ground  from  an  Oregon  railroad  trestle, 
known  as  Rockton  Bridge,  owned  and  used  by  appellee 
(Tr.  12,  13). 

This  appeal  is  taken  from  a  judgment  of  dismissal 
entered  after  trial  upon  findings  of  fact  and  conclusions 
of  law  (Tr.  11-16).  The  findings  are  based  in  part  upon 
a  stipulation  between  the  parties,  filed  after  the  case  was 
submitted,  and  in  part  upon  testimony  and  evidence 
presented  by  the  parties  at  a  separate  trial  of  the  issue 
of  appellee's  liability  to  appellant  under  the  F.E.L.A. 
The  trial  was  had  before  the  court  sitting  without  a 
jury  (Tr.  8). 

The  record  which  appellant  has  designated  in  this 
Court  consists  only  of  Judge  Fee's  opinion,  the  findings 
of  fact  and  conclusions  of  law,  the  judgment  order,  the 
notice  of  appeal,  the  clerk's  certificate,  and  the  statement 
of  points  and  designation  of  record.  Appellant  has  not 
included  the  oral  testimony  or  any  exhibits  in  the  tran- 
script of  record. 

Hence,  the  findings  of  fact  are  conclusively  pre- 
sumed to  be  supported  by  the  evidence  and  cannot  be 
questioned  here.  The  only  issue  on  this  appeal  is  whether 
the  findings  support  the  judgment  of  dismissal.  (Grif- 
fiths Dairy,  Inc.  v.  Squire,  138  F.  (2d)  758,  760  (C.A. 
9))- 


STATEMENT  OF  THE  FACTS 

On  January  10,  1947,  the  date  of  the  accident  which 
gave  rise  to  this  action,  and  for  a  long  time  prior  thereto, 
appellant  was  employed  by  and  working  for  Gilpin  Con- 
struction Company  (hereinafter  referred  to  as  Gilpin) 
as  a  member  of  one  of  its  construction  crews  which  was 
engaged  on  that  day  in  the  work  of  repairing  and  en- 
larging Rockton  Bridge.  At  the  time  of  the  accident, 
and  for  a  long  time  prior  thereto,  appellant  was  and 
had  been  acting  under  the  direction  and  control  of  Gil- 
pin, and  not  of  the  appellee  (Tr.  13). 

On  or  about  October  27,  1944,  appellee  entered  into 
a  contract  with  Gilpin  whereby  for  a  sufficient  considera- 
tion the  latter  undertook  and  agreed  to  do  repair  and 
maintenance  work  on  appellee's  trestles  and  bridges, 
including  Rockton  Bridge,  and  to  furnish  the  equipment, 
tools  and  labor  to  do  that  work  (Tr.  12).  Gilpin,  an 
Oregon  corporation,  had  been  engaged  for  many  years 
in  a  general  contracting  business,  including  the  construc- 
tion, maintenance  and  repair  of  railroad  trestles  and 
bridges.  It  was  a  wholly  independent  corporation  (Tr. 
12). 

The  relationship  established  by  the  contract  and  the 
performance  of  the  contracting  parties  thereunder  at  the 
time  of  the  accident  was  that  of  true  independent  con- 
tractor and  contractee  (Tr.  13).  Gilpin  had  unrestrained 
power  to  and  did  direct  the  manner  and  method  of  doing 
the  work  of  repairing  and  maintaining  the  Rockton 
Bridge,  and  to  choose  its  employees.    Appellee  made  no 


attempt  to  delegate  any  of  its  responsibility  to  Gilpin, 
but  by  its  contract  with  Gilpin  simply  entered  into  a 
normal  transaction  of  letting  necessary  repair  work  to 
an  independent  contractor  (Tr.  14).  Gilpin  was  in  fact 
a  true  independent  contractor  acting  under  a  bona  fide 
contract  which  was  not  designed  or  intended  as,  and  in 
fact  was  not,  a  scheme  or  an  artifice  to  evade  the  pro- 
visions of  the  F.E.L.A.  (Tr.  13). 

In  spite  of  the  fact  that  appellant  does  not  question 
the  sufficiency  of  the  evidence  to  support  these  findings, 
he  has  persisted  throughout  his  brief  (App.  Br.  pp.  2,  8, 
18,  27,  35,  37,  40,  47,  60)  in  making  factual  assertions, 
some  dehors  the  record,  and  others  in  direct  contradic- 
tion to  the  findings.  The  statement  is  made,  and  re- 
iterated many  times,  that  during  the  construction  work 
appellee  retained  control  and  the  constant  use  of  the 
bridge  and  tracks  (App.  Br.  pp.  2,  35,  37,  40  and  60). 
Furthermore,  appellant  baldly  states  as  a  fact  that  Gil- 
pin was  appellee's  "agent  or  foreman,  or  as  nowadays 
described,  its  vice-principal."  (App.  Br.  p.  47).  Again,  it 
is  said,  "the  appellee  at  all  times  had  complete  and 
absolute  control  as  a  proprietor  of  the  premises  and  at 
any  time  it  could  stop  or  continue  and  determine  the 
way  in  which  the  work  should  be  done — "  (App.  Br.  p. 
27).  Still  again,  appellant  suggests  that  the  work  was  of 
such  a  nature  that  "in  fact"  appellee  "was  unable  to 
divest  itself  of  control."  (App.  Br.  p.  8).  Although  there 
is  nothing  in  the  findings  to  indicate  that  the  work  being 
performed  at  the  time  of  the  accident  was  dangerous, 
appellant  assumes  that  to  be  the  fact  (App.  Br.  p.  18). 


While  the  decision  of  this  Court  will  be  controlled 
by  the  facts  shown  in  the  record  before  it  (Leonard  v. 
Field,  71  F.  (2d)  483,  487  (C.A.  9)  ),  appellee  feels  that 
it  is  incumbent  at  the  outset  to  point  out  the  wide  dis- 
crepancy between  the  actual  facts  before  this  Court, 
and  what  appellant  has  assumed  them  to  be.  This  color- 
ing of  the  facts  has  naturally  affected  appellant's  view- 
point in  regard  to  the  correct  principles  of  law  governing 
this  case. 


STATUTES  INVOLVED 

Section  1  of  the  Federal  Employers'  Liability  Act,  as 
amended  (45  U.S.C.A.,  Sec.  51),  provides  as  follows: 

"Every  common  carrier  by  railroad  while  en- 
gaging in  commerce  between  any  of  the  several 
States  or  Territories,  or  between  any  of  the  States 
and  Territories,  or  between  the  District  of  Columbia 
and  any  of  the  States  or  Territories,  or  between  the 
District  of  Columbia  or  any  of  the  States  or  Terri- 
tories and  any  foreign  nation  or  nations,  shall  be 
liable  in  damages  to  any  person  suffering  injury 
while  he  is  employed  by  such  carrier  in  such  com- 
merce, or,  in  case  of  the  death  of  such  employee,  to 
his  or  her  personal  representative,  for  the  benefit  of 
the  surviving  widow  or  husband  and  children  of 
such  employee;  and,  if  none,  then  of  such  employ- 
ee's parents;  and,  if  none,  then  of  the  next  of  kin 
dependent  upon  such  employee,  for  such  injury  or 
death  resulting  in  whole  or  in  part  from  the  negli- 
gence of  any  of  the  officers,  agents,  or  employees 
of  such  carrier,  or  by  reason  of  any  defect  or  insuf- 
ficiency, due  to  its  negligence,  in  its  cars,  engines, 
appliances,  machinery,  track,  roadbed,  works,  boats, 
wharves,  or  other  equipment. 


"Any  employee  of  a  carrier,  any  part  of  whose 
duties  as  such  employee  shall  be  the  furtherance  of 
interstate  or  foreign  commerce  or  shall,  in  any  way 
directly  or  closely  and  substantially,  affect  such 
commerce  as  above  set  forth  shall,  for  the  purposes 
of  this  chapter,  be  considered  as  being  employed  by 
such  carrier  in  such  commerce  and  shall  be  con- 
sidered as  entitled  to  the  benefits  of  this  chapter." 

Section  5  of  the  same  chapter  (45  U.S.C.A.,  Sec.  55) 
provides,  in  pertinent  part: 

"Any  contract,  rule,  regulation,  or  device  what- 
soever, the  purpose  or  intent  of  which  shall  be  to 
enable  any  common  carrier  to  exempt  itself  from 
any  liability  created  by  this  chapter,  shall  to  that 
extent  be  void:  *  *  *  ." 


SUMMARY  OF  ARGUMENT 

A  plaintiff  who  invokes  the  special  benefits  of  the 
Federal  Employers'  Liability  Act  must  establish  that  at 
the  time  of  the  occurrence  of  the  injury:  (1)  the  defend- 
ant was  a  common  carrier  by  railroad  in  interstate  or 
foreign  commerce,  and  (2)  that  he  suffered  injury  while 
he  was  employed  by  the  carrier  in  such  commerce  (Kelly 
v.  Delaware  River  Joint  Commission,  85  F.  Supp.  15 
(D.C.  Pa.)  ).  It  is  fundamental  that  "...  Congress 
used  the  words  'employee'  and  'employed'  in  the  statute 
in  their  natural  sense,  and  intended  to  describe  the  con- 
ventional relation  of  employer  and  employee."  (Robin- 
son v.  Baltimore  and  Ohio  Railroad  Co.,  237  U.S.  84, 
35  S.  Ct.  491,  59  L.  Ed.  849;  Hull  v.  Philadelphia  #>  R. 
Ry.  Co.,  252  U.S.  475,  40  S.  Ct.  358,  64  L.  Ed.  670). 


In  this  case,  the  unchallenged  findings  demonstrate 
that  at  the  time  of  the  occurrence  of  his  injury,  appel- 
lant was  employed  by  and  working  for  Gilpin  Construc- 
tion Company  as  a  member  of  one  of  its  construction 
crews,  that  he  was  acting  under  Gilpin's  exclusive  direc- 
tion and  control,  and  that  Gilpin  had  the  unrestrained 
power  to  and  did  direct  the  manner  and  method  of  doing 
the  work,  and  also  had  the  power  to  choose  its  employ- 
ees (Tr.  13-14).  Consequently,  appellant,  not  being  an 
employee  of  appellee,  cannot  maintain  this  action  under 
the  F.E.L.A. 

The  stipulation  between  the  parties  and  the  findings 
further  establish  that  Gilpin  was  in  fact  a  true  inde- 
pendent contractor  acting  under  a  bona  fide  contract 
which  was  not  designed  or  intended  as,  and  in  fact  was 
not,  a  scheme  or  artifice  to  evade  the  provisions  of  the 
F.E.L.A.  (Tr.  10,  13).  Accordingly,  appellant  cannot 
contend  that  the  contract,  which  is  not  included  in  the 
record,  is  void,  as  in  violation  of  Section  5  thereof  (45 
U.S.C.A.,  Sec.  55). 

The  experienced  District  Judge,  whose  opinion  shows 
that  he  devoted  much  time  and  study  to  this  case,  con- 
cluded (Tr.  6): 

"Of  the  hundreds  of  cases  which  have  been  re- 
viewed by  the  Court,  none  suggests  that  an  em- 
ployee of  a  true  independent  contractor  erecting  or 
repairing  a  bridge  on  a  right  of  way  becomes  an 
employee  of  the  railroad  company  because  the  duty 
of  construction  and  repair  of  such  bridges  cannot  be 
delegated.  No  case  suggests  that  the  employee  of 
an  independent  contractor  becomes  an  employee  pro 
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hac  vice  under  such  circumstances.  In  view  of  the 
history  of  such  construction  by  independent  con- 
tractors ever  since  railroads  have  been  in  existence, 
it  is  necessary  to  answer  that  the  employees  of  the 
contractor  do  not  become  employees  of  the  railroad 
by  any  legal  theory.  This  does  not  derogate  from 
the  duty  of  the  railroad  to  construct  and  repair 
such  structures.  But  the  duty  is  not  to  plaintiff  but 
to  its  passengers." 


ARGUMENT 

A.  Employees  of  a  Bona  Fide  Independ- 
ent Contractor  May  Not  Sue  a  Rail- 
road Under  the  F.E.L.A. 

The  leading  United  States  Supreme  Court  case  so 
holding  is  Chicago,  R.  I.  #  P.  R.  Co.  v.  Bond,  240  U.S. 
449,  36  S.  Ct.  403,  60  L.  Ed.  735,  which  this  Court  re- 
cently cited  with  approval  in  Brown  v.  Luster,  165  F. 
(2d)  181,  184,  note  2.  In  the  Bond  case,  the  railroad 
entered  into  a  contract  with  the  plaintiff's  intestate  for 
the  shoveling  of  coal  on  a  per-ton  basis.  He  was  to  re- 
move all  coal  from  cars  into  coal  chutes  in  such  amount 
and  at  such  times  as  required  by  the  company.  He  was 
also  to  break  the  coal  into  appropriate  sizes,  gather  up 
coal  that  fell  from  the  chute  pockets  to  the  ground,  and 
place  the  same  on  cars  or  engines  as  desired  by  the 
company.  The  railroad  was  to  furnish  the  necessary 
tools  for  the  job  and  to  keep  a  record  of  all  coal  de- 
livered. Payments  were  based  on  the  amount  of  coal 
handled  as  determined  by  daily  reports  of  cars  unloaded 
by  the  decedent.    He  was  required  to  submit  a  report 


and  furnish  a  certification  from  each  engine  man,  hostler 
or  other  employee  showing  the  number  of  tons  of  coal 
delivered  to  any  engine.  The  Supreme  Court  reversed  a 
judgment  in  favor  of  the  plaintiff  in  an  action  brought 
under  the  F.E.L.A.  on  the  ground  that  under  the  con- 
tract the  railroad  had  not  retained  the  right  to  direct 
the  manner  in  which  the  work  was  to  be  done  or  to  con- 
trol the  results  to  be  accomplished.  Therefore,  he  was 
an  independent  contractor  and  not  entitled  to  the  bene- 
fits of  the  F.E.L.A.  The  Supreme  Court  also  rejected 
the  contention  that  the  contract  was  a  violation  of  Sec- 
tion 5  of  the  F.E.L.A.,  and  held  that  the  decedent  was 
not  incompetent  to  assume  the  relationship  of  an  inde- 
pendent contractor  to  the  railroad. 

Two  other  United  States  Supreme  Court  decisions, 
Robinson  v.  Baltimore  and  Ohio  Railroad  Co.,  237  U.S. 
84,  35  S.  Ct.  491,  59  L.  Ed.  849,  and  Wells-Fargo  &  Co. 
v.  Taylor,  254  U.S.  175,  41  S.  Ct.  93,  65  L.  Ed.  205, 
reach  a  similar  result.  They  hold  that  where  a  railroad 
contracts  with  another  company  for  the  furnishing  of 
facilities,  or  services,  or  the  performance  of  work  neces- 
sary to  the  fulfillment  of  its  own  obligations  to  the  pub- 
lic, the  employees  of  such  other  company  remain  the 
employees  of  the  contractor  and  may  not  claim  the  bene- 
fits of  the  F.E.L.A. 

These  decisions  have  never  been  expressly  or  im- 
pliedly overruled  by  the  United  States  Supreme  Court. 
Their  principles  have  been  recently  approved  by  this 
Court  in  its  per  curiam  affirmance  of  Judge  Goodman's 
decision  in  Gaulden  v.  Southern  Pacific  Company,  78  F. 
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Supp.  651  (D.C.  Cal.),  aff'd  174  F.  (2d)  1022,  "on 
the  grounds  and  for  the  reasons  stated  in  the  opinion 
of  the  trial  court."  In  that  case,  an  employee  of 
Pacific  Fruit  Express  Company  sued  his  employer  and 
the  railroad  under  the  F.E.L.A.  The  court  dismissed  the 
action  as  against  the  express  company  on  the  ground  it 
was  not  "a  common  carrier  by  railroad."  It  was  also 
contended  that  the  express  company  was  no  more  than 
railroad's  agent,  and  hence  that  the  latter  was  the  plain- 
tiff's real  employer  and  subject  to  suit  under  the  F.E.L.A. 
However,  the  district  court  found  that  the  Protective 
Service  Contract,  by  its  terms,  as  well  as  by  the  manner 
of  its  performance,  constituted  the  parties  independent 
contractors.  The  court  also  found  that  the  express  com- 
pany performed  with  its  own  employees  at  its  own  ex- 
pense, and  that  no  right  of  control  over  the  manner  and 
means  of  performance  had  been  reserved,  even  though 
certain  conditions  of  performance  and  means  of  coopera- 
tion and  assistance  were  specified  in  the  contract.  It 
was  held  that  these  provisions  which  were  directed  to 
the  successful  accomplishment  of  the  contract's  broad 
objectives  did  not  invest  the  railroad  with  control  of  the 
method  of  performance.  Therefore,  the  action  was  dis- 
missed against  both  defendants. 

The  Gaulden  case  has  been  approved  and  followed 
in  recent  decisions  of  other  federal  and  state  courts. 

In  Kelly  v.  Delaware  River  Joint  Commission,  85  F. 
Supp.  15  (D.C.  Pa.),  the  plaintiff  at  the  time  of  in- 
jury, was  engaged  in  painting  a  portion  of  a  bridge 
structure  overhanging  a  railroad  right  of  way.    He  was 
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hired  by  J.  I.  Hass  Co.,  Inc.,  a  painting  contractor  then 
engaged  in  maintaining  the  bridge  and  the  railroad 
right  of  way.  He  sued  The  Delaware  River  Joint  Com- 
mission, Philadelphia  Transportation  Co.  and  J.  I.  Hass 
Co.,  Inc.,  under  the  F.E.L.A.  On  motion,  the  action  was 
dismissed  against  the  employer  on  the  ground  that  it 
was  not  a  "common  carrier  by  railroad."  Although  the 
other  two  defendants  were  deemed  "common  carriers  by 
railroad,"  their  motions  to  dismiss  were  also  granted  on 
the  ground  that  no  suit  "*  *  *  can  be  entertained  if  the 
injury  is  sustained  by  an  employee  of  an  independent 
contractor."  The  Bond  and  Gaulden  cases  were  cited 
by  the  court  as  supporting  this  established  principle  of 
law. 

The  Gaulden  case  was  relied  upon  by  the  Supreme 
Court  of  Utah  in  Moleton  v.  Union  Pacific  R.  R. 
Co.,  219  P.  (2d)  1080,  where  a  judgment  of  non- 
suit was  affirmed  in  an  action  under  the  F.E.L.A. 
brought  against  the  railroad  and  the  Pacific  Fruit  Ex- 
press Company  by  an  employee  of  the  latter  whose  job 
was  to  descend  into  refrigerator  car  bunkers  to  regulate 
burning  heaters  which  generate  carbon  monoxide  gas. 
The  plaintiff  contended  that  in  performing  his  duties  he 
was  in  reality  doing  the  railroad's  work  and  was  under 
its  control  and  direction.  However,  the  court  found 
that  the  work  he  was  doing  was  for  his  own  employer, 
although  the  railroad  would  ultimately  benefit  from  it. 
It  was  further  held  that  the  evidence  did  not  indicate 
a  control  by  the  railroad  of  the  performance  of  his 
duties,  but  only  suggestions  as  to  details.   The  court  con- 
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eluded  that  he  had  no  right  to  sue  either  the  railroad  or 
his  employer  under  the  F.E.L.A. 

The  Court  of  Appeals  for  the  Sixth  Circuit  in  Jones 
v.  New  York  Central  R.  Co.,  182  F.  (2d)  326,  cert.  den. 
340  U.S.  850,  71  S.  Ct.  78,  95  L.  Ed.  38,  also  has  recently 
cited  the  Gaulden  case  with  approval.  This  was  a  suit 
brought  under  the  F.E.L.A.  by  an  express  messenger  for 
Railway  Express  Agency,  Inc.,  against  his  employer  and 
the  railroad  for  damages  on  account  of  injuries  sus- 
tained while  he  was  reboarding  an  express  car  forming 
part  of  a  train.  A  judgment  of  dismissal  after  trial  upon 
a  stipulation  of  facts  was  affirmed  on  appeal.  The  court 
held  that  the  express  company  was  not  a  "common  car- 
rier by  railroad."  The  dismissal  of  the  action  as  against 
the  railroad  was  affirmed  upon  the  authority  of  the 
Robinson  case.  The  court  held  that  to  treat  the  plaintiff 
as  an  employee  of  the  railroad  which  did  not  employ 
him  would  be  to  disregard  the  separate  legal  entity  of 
the  express  company,  and  that  there  was  "no  showing 
of  special  circumstances  to  justify  such  a  result."  (182 
F.  (2d)  at  p.  328). 

Other  decisions  which  accord  with  the  United  States 
Supreme  Court  cases  cited  above,  and  with  this  Court's 
decision  in  the  Gaulden  case,  are  listed  below.  They  all 
hold  that  a  railroad  company  may  commit  work  of  all 
types  to  independent  contractors  without  being  subject 
to  suit  under  the  F.E.L.A.  by  employees  of  the  con- 
tractor : 

1.    Politick  v.  Minneapolis  &  St  L.  R.  Co.,  40  S.D. 
186,   166  N.W.  641   (S.  Ct.  S.D.),  cert.  den.  248 
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U.S.  558,  39  S.  Ct.  6,  63  L.  Ed.  421,  (contract  to 
keep  coal  chutes  rilled  and  ashes  out  of  turntable 
pit); 

2.  Br  ago  v.  Central  R.  Co.  of  New  Jersey,  93  N.J. 
L.  176,  106  A.  803  (Ct.  of  E.  and  A.  N.J.),  cert, 
den.  251  U.S.  553,  40  S.  Ct.  118,  64  L.  Ed.  411, 
(contract  to  load  and  unload  freight) ; 

3.  Bugg  v.  Sanders,  121  S.  410  (S.  Ct.  Ala.),  (con- 
tract covering  the  transfer  of  freight  from  bad 
order  to  good  order  cars) ; 

4.  Reynolds  v.  Addison  Miller  Co.,  143  Wash.  271, 
255  P.  110  (S.  Ct.  Wash.),  (contract  to  furnish 
ice  and  to  ice  railroad  cars) ; 

5.  Orange  v.  Pitcairn,  280  111.  App.  566  (App.  Ct. 
111.),  (contract  to  reconstruct  section  of  railroad 
track) ; 

6.  Lees  v.  Chicago  #  N.  W.  Ry.  Co.,  339  111.  App. 
277,  89  N.E.  (2d)  418  (App.  Ct.  111.),  (contract 
to  remove  old  damaged  pile  cluster  and  to  install 
new  one  as  part  of  railroad  bridge) ; 

7.  Klar  v.  Erie  R.  Co.,  118  Ohio  St.  612,  162  N.E. 
793  (S.  Ct.  Ohio),  cert.  den.  279  U.S.  818,  49  S. 
Ct.  342,  73  L.  Ed.  975,  (contract  to  handle  repair 
work  on  railroad  engines  and  cars) ; 

8.  Pittsburgh  C.  C.  &>  St.  L.  R.  Co.  v.  Parker,  191 
Ind.  686,  132  N.E.  372  (S.  Ct.  Ind.),  (contract  to 
build  concrete  bridges) ; 

9.  Bogart  v.  New  York  Cent.  &  H.  R.  R.  Co.,  171 
App.  Div.  652,  157  N.Y.S.  420  (App.  Div.  N.Y.), 
(contract  to  carry  freight) ; 

10.  Missouri  K.  &  T.  R.  Co.  v.  West,  38  Okla.  581, 
134  P.  655  (Sup.  Ct.  Okla.),  (contract  to  handle 
baggage). 
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B.  The   Authorities   Cited  by  Appellant 
Do  Not  Govern  This  Case. 

Appellant  has  cited  fifty-two  cases  in  his  brief.  They 
are  all  distinguishable  on  their  facts  and  on  the  questions 
of  law  there  presented.  To  discuss  them  all  in  detail 
would  necessitate  extending  this  brief  to  inordinate 
lengths.  However,  for  the  purpose  of  analysis,  they  may 
be  grouped  and  classified  on  the  basis  of  the  following 
controlling  distinctions : 

I.  Employer-Employee  Relationship  Admitted. 

In  such  cases  as  Panama  R.  Co.  v.  Minnix,  282  Fed. 
47  (CA.  5) ;  Chicago  Junction  R.  Co.  v.  King,  169  Fed. 
372  (CA  7);  aff'd  on  procedural  grounds  222  U.S.  222, 
32  S.  Ct.  79,  56  L.  Ed.  173;  Wilczynski  v.  Pennsylvania 
R.  Co.,  90  N.J.L.  178,  100  A.  226  (Ct.  E.  and  A.  N.J.); 
Roberg  v.  Houston  &  T.  C.  R.  Co.,  220  S.W.  790  (Ct. 
of  Civ.  App.  Tex.) ;  Blessing  v.  Camas  Prairie  R.  Co., 
3  W.  (2d)  266,  100  P.  (2d)  416  (S.  Ct.  Wash.) ;  Porter 
v.  Terminal  R.  Ass'n,  327  111.  App.  645,  65  N.E.  (2d) 
31  (App.  Ct.  111.);  Vickers  v.  K.  &  W.  V.  R.  Co.,  64  W. 
Va.  474,  63  S.E.  367  (S.  Ct.  W.  Va.),  and  Miller  v. 
Southern  Pacific  Co.,  20  Or.  285  (S.  Ct.  Or.),  the  ex- 
istence of  an  employer-employee  relationship  between 
the  parties  was  admitted.  These  cases  are  merely  illus- 
trative of  the  absolute  common-law  duty  imposed  upon 
a  master  to  furnish  his  own  servants  a  reasonably  safe 
place  to  work.  A  determination  that  an  employer  is 
burdened  with  such  an  obligation  does  not  bear  upon 
the  question  of  the  relationship  giving  rise  to  that  duty. 
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Similarly  in  N.  Y.  N.  H.  &>  H.  R.  Co.  v.  Bezue,  284 
U.S.  415,  52  S.  Ct.  205,  76  L.  Ed.  370;  Shanks  v.  D.  L 
&>  W.  R.  Co.,  239  U.S.  556,  36  S.  Ct.  188,  60  L.  Ed.  436 
C.  &  E.  I.  R.  Co.  v.  Industrial  Commission,  284  U.S 
296,  52  S.  Ct.  151,  76  L.  Ed.  304;  D.  L.  &  W.  R.  Co.  v 
Yurkonis,  238  U.S.  439,  35  S.  Ct.  902,  59  L.  Ed.  1397 
C.  B.  &>  Q.  R.  Co.  v.  Harrington,  241  U.S.  177,  36  S.  Ct 
517,  60  L.  Ed.  941;  N.  Y.  C.  R.  R.  Co.  v.  White,  243 
U.S.  188,  37  S.  Ct.  247,  61  L.  Ed.  667;  Industrial  Acci- 
dent Commission  v.  Davis,  259  U.S.  182,  42  S.  Ct.  489, 
66  L.  Ed.  888;  Pedersen  v.  D.  L.  &  W.  R.  Co.,  229  U.S. 
146,  33  S.  Ct.  648,  57  L.  Ed.  1125,  and  in  Kamboris  v. 
O.-W.  R.  &>  N.  Co.,  75  Or.  358,  146  P.  1097  (S.  Ct.  Or.), 
there  was  an  admitted  employer-employee  relationship 
between  the  parties.    The  question  before  the  court  in 
these  cases,  all  decided  prior  to  the  1939  amendment  to 
Section  1  of  the  F.E.L.A.  (53  Stat.  1404),  was  whether 
at  the  time  of  injury  the  plaintiff  was  engaged  in  inter- 
state transportation  or  work  so  closely  related  thereto 
as  to  be  practically  a  part  of  it.   Incidentally,  the  record 
herein   contains  a   stipulation  of  the  parties  that  such 
decisions  do  not  bear  on  the  basic  issue  in  this  case 
(Tr.  10). 

II.  Cases  Where  Negligence  of  Fellow- Servant  Was 
a  Valid  Defense. 

Cases  such  as  Sullivan  v.  Hannibal  &  St.  Joseph  R. 
Co.,  107  Mo.  66,  17  S.W.  748  (S.  Ct.  Mo.) ;  C.  &  A.  R.  R. 
Co.  v.  Maroney,  170  111.  520,  48  N.E.  953  (S.  Ct.  111.); 
Gann  v.  Railroad  Co.,  101  Tenn.  380,  47  S.W.  493  (S. 


16 

Ct.  Term.);  Ell  v.  Northern  Pacific  R.  R.  Co.,  1  N.D. 
336,  48  N.W.  222  (S.  Ct  N.D.);  Willis  v.  O.-W.  R.  &  N. 
Co.,  11  Or.  257,  4  P.  121  (S.  Ct.  Or.);  Bloyd  v.  Railway 
Company,  58  Ark.  66,  22  S.W.  1089  (S.  Ct.  Ark.); 
Hough  v.  T.  £>  P.  Ry.  Co.,  100  U.S.  213,  25  L.  Ed.  612; 
Baltimore  &  Ohio  R.  R.  Co.  v.  Baugh,  149  U.S.  368,  13 
S.  Ct.  914,  37  L.  Ed.  772,  and  Northern  Pacific  Ry.  Co. 
v.  Herbert,  116  U.S.  642,  29  L.  Ed.  775,  are  also  clearly 
irrelevant.  They  are  all  obsolete  cases  in  which  the  de- 
fense of  a  fellow  servant's  negligence  was  asserted  as  a 
bar  to  recovery  in  suits  where  the  relationship  of  em- 
ployer-employee was  conceded.  The  principle  of  law 
that  these  common  law  "fellow  servant"  and  "vice- 
principal"  theories  cannot  be  applied  in  actions  under 
the  F.E.L.A.  is  too  clear  to  require  citation  of  authority. 
The  contention  that  Gilpin  was  in  effect  an  agent  or 
vice-principal,  because  appellee  retained  complete  and 
absolute  control  of  the  work,  is  directly  refuted  by  the 
unchallenged  findings  of  fact. 

III.  Nondelegable  Duties  to  the  Public. 

In  such  cited  cases  as  Washington  &"  Baltimore  R. 
Co.  v.  Hahn,  9  Sadler  364,  12  Atl.  479  (Super.  Ct.  Pa.); 
Philadelphia  B.  &  W.  R.  Co.  v.  Karr,  38  App.  D.C.  193 
(Ct.  of  App.  D.C.) ;  Lesher  Wabash  Navigation  Co.,  14 
111.  84  (S.  Ct.  111.);  Venuto  v.  Robinson,  118  F.  (2d)  679 
(C.A.  3),  and  Kemp  v.  Creston  Transfer  Co.,  70  F. 
Supp.  521  (D.C.  Iowa),  a  theory  of  nondelegable  duty 
was  invoked  by  the  courts  to  prevent  the  avoidance  of 
liability  to  members  of  the  public  where  the  defendant 
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was  engaged  in  the  performance  of  business  authorized 
by  franchise.  The  underlying  policy  behind  this  rule  as 
applied  to  members  of  the  public  is  found  in  the  fact 
that  the  public  is  not  bound  to  know  the  relation  exist- 
ing between  a  company  performing  services  for  the  pub- 
lic under  franchise  and  its  servants.  (See  cases  collected, 
28  A.L.R.  122-197). 

Yet,  the  leading  case  of  Bibb's  Adm'r  v.  Railroad 
Co.,  87  Va.  711,  14  S.E.  163  (S.  Ct.  App.  Va.),  holds 
that  this  principle  has  no  application  where  the  plain- 
tiff is  employed  by  an  independent  contractor.  In 
that  case,  a  contractor  named  Smith  was  reconstructing 
a  bridge  for  the  railroad  and  employed  Bibb  on  the 
job.  One  day  a  heavy  train  approached  the  bridge  under 
construction  and  halted.  Smith's  foreman  signalled  that 
it  might  proceed.  It  did,  the  bridge  broke  and  Bibb  was 
killed.  In  an  exhaustive  opinion  which  reviews  all  the 
English  and  American  authorities  on  the  subject,  the 
court  denied  a  right  of  recovery  against  the  railroad 
and  held  that  the  negligence  of  the  contractor  could  not 
be  imputed  to  the  railroad. 

Appellant  places  reliance  upon  a  later  decision  by  the 
same  court  in  Atlantic  Coast  Line  R.  Co.  v.  Treadway's 
Adm'x,  120  Va.  735,  93  S.E.  560  (S.  Ct.  App.  Va.), 
cert.  den.  245  U.S.  760,  38  S.  Ct.  191,  62  L.  Ed.  540. 
There  it  was  held  that  the  duties  of  operating  signals 
and  keeping  a  special  signal  light  which  served  the  op- 
eration of  the  defendant's  trains  exclusively  were  non- 
assignable, in  the  sense  that  a  switch  tender  paid  by 
another   carrier  with  whom   defendant  had   a  contract 
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for  the  maintenance  of  a  railroad  cross-over  was  an  em- 
ployee pro  hac  vice  while  engaged  in  performing  these 
duties  for  the  defendant.  Therefore,  the  right  to  sue 
under  the  F.E.L.A.  was  sustained.  In  the  Treadway's 
Adm'x  case,  the  court  distinguished  the  Bibb's  Adm'r 
decision  and  held  that  it  rested  upon  the  principle  that 
the  responsibility  of  reconstructing  a  railroad  bridge 
there  delegated  to  the  independent  contractor  was  as- 
signable, in  so  far  as  the  railroad's  liability  to  the  em- 
ployees of  the  negligent  contractor  was  concerned. 

The  controlling  authority  on  the  application  of  this 
theory  to  F.E.L.A.  cases  is  Robinson  v.  Baltimore  & 
Ohio  R.  Co.,  where  Mr.  Justice  Hughes  wrote  (35  S.  Ct. 
at  p.  493) : 

"It  will  be  observed  that  the  question  is  not  wheth- 
er the  railroad  company,  by  virtue  of  its  duty 
to  passengers,  of  which  it  cannot  divest  itself  by 
any  arrangement  with  a  sleeping  car  company, 
would  not  be  liable  for  the  negligence  of  a  sleeping 
car  porter  in  matters  involving  the  passenger's 
safety  (Pennsylvania  Co.  v.  Roy,  102  U.S.  451). 
Nor  are  we  here  concerned  with  the  measure  of  the 
obligation  of  the  railroad  company,  in  the  absence 
of  special  contract,  to  one  in  the  plaintiff's  situation 
by  reason  of  the  fact  that  he  was  lawfully  on  the 
train,  although  not  a  passenger.  The  inquiry  rather 
is  whether  the  plaintiff  comes  within  the  statutory 
description;  that  is,  whether,  upon  the  facts  dis- 
closed in  the  record,  it  can  be  said  that  within  the 
sense  of  the  act  the  plaintiff  was  an  employee  of  the 
railroad  company,  or  whether  he  is  not  to  be  re- 
garded as  outside  that  description,  being,  in  truth, 
on  the  train  simply  in  the  character  of  a  servant  of 
another  master  by  whom  he  was  hired,  directed  and 
paid,  and  at  whose  will  he  was  to  be  continued  in 
service  or  discharged." 
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IV.  Loaned  Servant  Cases. 

Decisions   involving   the   "loaned   servant"    doctrine 
have  no  application  to  this  case,   in  view  of  the  trial 
court's  findings  that  appellant  was  acting  under  Gilpin's 
exclusive  direction  and  control,  and  that  Gilpin  had  un- 
restrained  power   to   and   did   direct   the   manner   and 
method  of  the  work  (Tr.  13-14).    Cases  cited  by  appel- 
lant which  fall  into  this  category  include  The  Standard 
Oil  Company  v.  Anderson,  212  U.S.  215,  29  S.  Ct.  252, 
53  L.  Ed.  480,  and  Linstead  v.  C.  &>  O.  Ry.  Co.,  276  U.S. 
28,  48  S.  Ct.  241,  72  L.  Ed.  453.    These  cases  support 
the  established  proposition  of  law  that  where  one  person 
lends  his  employee  to  another  for  a  certain  work,  the 
performance  of  which  is  subject  to  the  exclusive  control 
of  the  other,  the  loaned  servant  becomes  pro  hac  vice 
the  employee   of  the  borrowing  employer.    The   Sixth 
Circuit  case  of  Cimorelli  v.  New  York  Central  R.  Co., 
148  F.   (2d)   575,  and  the  two  subsequent  cases  in  the 
same  circuit  following  it,  Roth  v.  Pennsylvania  R.  Co., 
163  F.  (2d)  161,  cert.  den.  332  U.S.  830,  68  S.  Ct.  208, 
92  L.  Ed.  404,  and  Pennsylvania  R.  Co.  v.  Barlion,  172 
F.    (2d)    710,  are  governed  by  this  principle.    In  these 
three  cases,  the  court  found  that  the  work  committed 
to  the  contractor  involved  many  interdependent  details 
of  railroad  operating  procedure,  and  that  the  control  of 
any  one  of  these  details  could  not  be  surrendered  with- 
out disorganization  of  the  whole.    Thus,  the  contractor 
and  its  employees  were  necessarily  subject  to  the  rail- 
road's control  in  the  method  and  manner  of  doing  their 
work.    From  these  facts,  the  court  concluded  that  the 
contractor's  employees  while  engaged  in  the  work  were 
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pro  hac  vice  employees  of  the  railroad  under  the  doctrine 
of  Singer  Mfg.  Co.  v.  Rahn,  132  U.S.  518,  10  S.  Ct.  175, 
33  L.  Ed.  440,  and  the  Anderson  case.  In  Gaulden  v. 
Southern  Pacific  Company,  78  F.  Supp.  651,  aff'd  174 
F.  (2d)  1022,  Judge  Goodman  pointed  out  the  decisive 
feature  of  these  cases: 

"  *  *  *  that  substantial  degree  of  control  over 
the  manner  and  means  of  performance  as  was  pres- 
ent in  Pennsylvania  R.  R.  Co.  v.  Roth  and  like 
cases." 

V.  Cases  Under  the  Federal  Safety  Appliance  Act 

(45  U.S.C.A.,  Secs.  1-46). 

There  is  no  analogy  between  such  cases  as  Brady  v. 
Terminal  R.  R.  Ass'n,  303  U.S.  10,  58  S.  Ct.  426,  82  L. 
Ed.  615;  Fairport,  P.  &  E.  R.  R.  Co.  v.  Meredith,  292 
U.S.  589,  54  S.  Ct.  826,  78  L.  Ed.  1446;  and  Louisville  & 
Nashville  R.  Co.  v.  Layton,  243  U.S.  617,  37  S.  Ct.  456, 
61  L.  Ed.  931,  and  the  case  at  bar.  These  decisions 
merely  stand  for  the  proposition  that  a  violation  of  the 
Federal  Safety  Appliance  Act  may  be  a  breach  of  duty 
on  the  part  of  the  railroad  creating  liability  in  favor  of 
other  classes  of  persons  than  employees. 

VI.  Duty  Owed  to  Invitee  on  Railroad  Premises. 

The  fundamental  weakness  of  appellant's  position  is 
strikingly  illustrated  by  his  reliance  upon  Michelsen  v. 
Erie  R.  R.  Co.,  106  N.J.L.  147,  147  A.  535  (Ct.  of  E.  & 
A.  N.J.).  In  that  case,  a  recovery  was  allowed  against 
the  railroad  for  its  failure  to  discover  patently  defective 
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stakes  which  supported  a  load  of  logs  on  a  car  de- 
livered to  a  consignee.  The  court  held  that  the  railroad 
owed  the  consignee's  employee  a  duty  of  exercising 
reasonable  care  in  its  inspection  of  the  car.  It  was  not 
an  action  under  the  F.E.L.A.,  but  merely  a  so-called 
"third-party  action"  by  the  widow  of  a  business  invitee 
to  whom  the  railroad  owed  a  common -law  duty  of 
exercising  reasonable  care.  Whether  appellant,  as  a  Gil- 
pin employee,  could  maintain  a  common- law  action 
against  appellee  on  account  of  Gilpin's  alleged  negligent 
acts,  is  a  question  which  is  not  before  this  Court.  (Com- 
pare Kelly  v.  Delaware  River  Joint  Commission,  85  F. 
Supp.  15  (D.C.  Pa.),  with  Kelly  v.  Philadelphia  Transp. 
Co.,  363  Pa.  490,  70  A.  (2d)  288  (S.  Ct.  Pa.) ;  and  see 
Pritt  v.  Terminal  R.  R.  Ass'n  of  St.  Louis,  359  Mo.  896, 
224  S.W.  (2d)  119  (S.  Ct.  Mo.)  ). 

VII.  Violation  of  Section  5  of  the  F.E.L.A. 

Appellant's  reliance  on  Erie  Railroad  Co.  v.  Margue, 
23  F.  (2d)  664  (C.A.  6),  is  clearly  misplaced.  In  that 
case,  the  court  held  that  the  defendant  railroad's  con- 
tract with  a  construction  company  for  the  maintenance 
of  its  right  of  way  was  void  under  section  5  of  the  F.E. 
L.A.  The  fact  that  the  contract  provided  that  the 
construction  company  was  to  comply  with  the  state 
compensation  laws,  and  that  the  construction  company 
was  largely  organized  and  controlled  by  former  employ- 
ees of  the  defendant,  were  some  of  the  special  circum- 
stances leading  the  court  to  find  that  the  contract  was 
entered  into  for  the  purpose  of,  and  with  the  intent  of, 
evading    liability    under    the    statute.     As    pointed    out 
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above,  the  most  recent  decision  of  the  Court  of  Appeals 
for  the  Sixth  Circuit  in  Jones  v.  New  York  Central  R.  Co., 
(supra)  indicates  that  only  when  special  circumstances 
of  that  kind  are  present  is  a  court  justified  in  disregard- 
ing the  separate  legal  entity  of  the  contractor.  The  find- 
ings of  fact  disclose  the  absence  of  such  circumstances 
in  the  case  at  bar.  Here  the  district  court  found  that 
the  contract  between  appellee  and  Gilpin  "was  not  de- 
signed or  extended  as,  and  in  fact  was  not,  a  scheme  or 
artifice  to  evade  the  provisions  of  the  Federal  Employ- 
ers' Liability  Act"   (Tr.  13). 

VIII.  Cases  Under  the  Jones  Act  (46  U.S.C.A.,  Sec. 
688)  Accord  with  F.E.L.A.  Decisions. 

Appellant's  position  is  not  supported  by  the  United 
States  Supreme  Court  case  of  Seas  Shipping  Co.  v. 
Sieracki,  328  U.S.  85,  66  S.  Ct.  872,  90  L.  Ed.  1099, 
followed  by  this  Court  in  United  States  v.  Arrow  Steve- 
doring Co.,  175  F.  (2d)  329.  These  cases  were  not 
brought  under  the  "Jones  Act"  (46  U.S.C.A.,  Sec.  688), 
which  extends  the  benefits  of  the  F.E.L.A.  to  seamen  in- 
jured in  the  course  of  their  employment.  Indeed,  in  the 
Sieracki  case,  it  was  conceded  that  the  Jones  Act  did 
not  apply  because  plaintiff's  suit  was  not  against  his 
employer  (57  F.  Supp.  724,  726).  The  same  contention 
made  here  by  appellant  was  rejected  in  Continental  Cas. 
Co.  v.  Thorden  Line,  186  F.  (2d)  992  (C.A.  4).  In  af- 
firming the  dismissal  of  a  suit  under  the  Jones  Act 
brought  in  the  right  of  a  deceased  employee  of  a  con- 
tracting stevedore  company  against  a  ship  operator,  the 
Court  of  Appeals  for  the  Fourth  Circuit  held  that  the 
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extension  of  the  obligation  of  seaworthiness  to  long- 
shoremen by  the  Sieracki  case  "  *  *  *  does  not  abrogate 
the  rule  that  the  Jones  Act  only  applies  where  the  rela- 
tionship of  employer  and  employee  exists."  (186  F.  (2d) 
at  p.  995). 

It  is  well  established  in  this  Court,  as  elsewhere, 
that  an  injured  seaman  is  granted  a  cause  of  action  by 
the  Jones  Act  only  against  one  as  to  whom  he  occupies 
the  conventional  relationship  of  employee  (The  Nor- 
land, 101  F.  (2d)  967  (C.A.  9)  ).  This  Court  has  held 
that  a  seaman  employed  by  a  demise  charterer  may  not 
maintain  an  action  under  the  Jones  Act  against  the 
owner  of  a  vessel  on  which  he  is  injured  (Callan  v.  Cope, 
165  F.  (2d)  703  (C.A.  9) ;  cf.  Cosmopolitan  Shipping  Co. 
v.  McAllister,  337  U.S.  783,  69  S.  Ct.  1317,  93  L.  Ed. 
1692).  Thus  the  same  principles  govern  the  deter- 
mination of  the  employer-employee  relationship  in  Jones 
Act  cases  as  in  actions  brought  under  the  F.E.L.A. 

CONCLUSION 

Appellant  asks  this  Court  to  extend  to  him  the  cover- 
age and  beneficial  provisions  of  the  F.E.L.A.,  even 
though  following  this  accident  he  applied  for  and  re- 
ceived, as  an  employee  of  Gilpin  Construction  Company, 
medical,  rehabilitation  and  conpensation  benefits  pro- 
vided by  the  Workmen's  Compensation  Act  of  the  State 
of  Oregon  (Tr.  14).  Under  these  circumstances,  Judge 
Goodman's  rule  of  F.E.L.A.  construction  adopted  by 
this  Court  in  the  Gaulden  case  is  very  persuasive  (78  F. 
Supp.  at  pp.  656-657) : 
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"The  remedial  and  humanitarian  purposes  of 
the  Employers'  Liability  Act  in  no  way  compel  an 
interpretation  of  the  contract  in  favor  of  an  em- 
ployment or  agency  relationship.  It  is  not  amiss  to 
point  out  that  plaintiff  is  not  without  redress  for 
his  injuries.  The  benefits  of  the  Workmen's  Com- 
pensation Act  of  California  are  available  to  him.  It 
is  not  for  the  courts  to  extend  the  coverage  of  trie 
Liability  Act  into  new  fields.  During  the  40  year 
life  of  the  Employers'  Liability  Act,  Congress,  while 
liberalizing  its  benefits,  has  not  seen  fit  to  extend 
the  scope  of  the  statute  beyond  railroading  in  its 
true  sense." 

The  district  court's  findings  of  fact  are  clear  and 
unchallenged.  They  fully  support  the  judgment  under 
the  uniform  and  well-established  decisions  of  this  Court 
and  of  other  federal  and  state  appellate  courts.  There- 
fore, the  judgment  appealed  from  should  be  affirmed. 


Respectfully  submitted, 

Hugh  L.  Biggs, 
George  H.  Fraser, 
Cleveland  C.  Cory, 

Attorneys  for  Defendant-Appellee. 

Hart,  Spencer,  McCulloch, 

Rockwood  &  Davies, 
1410  Yeon  Building, 
Portland  4,  Oregon, 

Of  Counsel. 
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NAMES  AND  ADDRESSES  OF  ATTORNEYS 

HEALY  AND  WALCOM, 
JOHN  J.  HEALY,  Esq., 

68  Post  Street, 

San  Francisco,  Calif., 

Attorneys  for  Plaintiff  and  Appellant. 

BOYD,  TAYLOR  &  REYNOLDS, 
RICHARD  A.  BOYD,  Esq., 

1303  Hobart  Building, 
San  Francisco,  Calif., 

Attorneys  for  Defendants  and  Appellees. 


In  the  District  Court  of  the  United  States,  in  and 
for  the  Northern  District  of  California,  South- 
ern Division 

No.  29779 

GENERAL  ACCIDENT  FIRE  AND  LIFE  AS- 
SURANCE CORPORATION,  LTD.,  a  Cor- 
poration, 

Plaintiff, 

vs. 

VIKING  AUTOMATIC  SPRINKLER  COM- 
PANY, RED  AND  BLUE  COMPANY,  a  Cor- 
poration; BLACK  AND  WHITE  COMPANY, 
a  Co-partnership;  FIRST  DOE,  SECOND 
DOE, 

Defendants. 

COMPLAINT  FOR  DAMAGES 

Comes  now  the  plaintiff  above  named,  and  for 
cause  of  action  against  defendants  complains  and 
alleges : 

I. 

The  plaintiff  does  not  know  the  true  names  of  the 
defendants  sued  herein  as  Red  and  Blue  Company, 
a  corporation,  and  Black  and  White  Company,  a 
co-partnership,  First  Doe  and  Second  Doe ;  that  said 
defendants  are  sued  herein  by  fictitious  names,  and 
plaintiff  prays  leave  to  insert  their  true  names  when 
the  same  are  ascertained. 

II. 

That  at  all  times  herein  mentioned  plaintiff  is  a 
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corporation  organized  under  the  laws  of  the  United 
Kingdom  of  Great  Britain  and  Scotland  and  is  a 
resident  of  said  Kingdom  and  is  authorized  to  and 
is  doing  business  in  the  State  of  California,  engaged 
in  the  business  of  writing  and  issuing  policies  of 
public  liability  insurance;  that  at  all  times  herein 
mentioned  The  Austin  Company  was  and  is  a  cor- 
poration authorized  to  do  and  doing  business  in  the 
State  of  California;  that  at  all  times  herein  men- 
tioned the  defendant,  Viking  Automatic  Sprinkler 
Company,  was  a  corporation  organized  and  existing 
under  the  laws  of  the  State  of  California  and  was 
authorized  to  do  and  is  doing  business  in  the  North- 
ern District  of  the  State  of  California. 

III. 

That  prior  to  the  23rd  day  of  July,  1946,  plaintiff 
issued  a  policy  of  public  liability  insurance,  by  the 
terms  of  which  it  promised  and  agreed  to  indemnify 
The  Austin  Company  against  liability  for  personal 
injuries  incurred  during  the  course  of  certain  con- 
struction operations  then  being  conducted  and  to 
be  conducted  by  The  Austin  Company. 

IV. 

That  in  the  City  of  Oakland,  County  of  Alameda, 
State  of  California,  on  or  about  the  23rd  day  of 
July,  1946,  the  defendants  entered  into  a  written 
contract  with  The  Austin  Company,  whereby  de- 
fendants agreed  among  other  things  to  furnish  to 
The  Austin  Company  all  labor,  mechanics,  material, 
tools,  equipment,  supplies  and  services  necessary  to 
perform  all  sprinkler  work  in  connection  with  cer- 
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tain  buildings  then  being  erected  by  The  Austin 
Company  at  San  Francisco  Municipal  Air  Port 
(Mills  Field),  in  the  County  of  San  Mateo,  State 
of  California ;  that  in  said  contract,  defendants  were 
designated  as  " vendor,"  and  Austin  Co.  was  desig- 
nated as  "buyer";  that  by  the  terms  of  said  con- 
tract, defendants  agreed  as  follows: 

' '  Insurance — It  is  understood  and  agreed  that 
vendor  is  fully  covered  with  Public  Liability, 
Workmen's  Compensation  and  Property  Dam- 
age insurance  and  agrees  to  protect  and  indem- 
nify the  Buyer  against  all  claims  for  damages, 
law  suits,  etc.,  which  may  arise  due  to  difficul- 
ties encountered  while  vendor  is  servicing  this 
operation. ' ' 

V. 
That  defendants  entered  into  the  execution  of  said 
contract  and,  in  the  months  of  June  and  July  of 
1947,  defendants  used  certain  of  their  employees  in 
and  about  said  San  Francisco  Municipal  Air  Port 
for  the  purpose  of  carrying  into  effect  and  execut- 
ing said  contract;  that  while  said  employees  were 
so  working  in  said  months  of  June  and  July,  1947, 
two  of  them  were  injured  at  said  San  Francisco 
Municipal  Air  Port,  as  hereinafter  more  particu- 
larly stated;  that  said  injuries  to  said  employees 
arose  out  of  and  were  connected  with  difficulties  en- 
countered while  defendants  were  performing  said 
contract  and  servicing  said  operation  mentioned 
above. 

VI. 
That  one  Homer  Taylor  was  an  employee  of  said 
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defendants  as  above  mentioned,  and  while  working 
at  said  San  Francisco  Municipal  Air  Port  was  in- 
jured on  the  11th  day  of  June,  1947 ;  that  he  subse- 
quently brought  an  action  in  the  Superior  Court  of 
the  State  of  California,  in  and  for  the  County  of 
San  Mateo,  against  The  Austin  Company,  being 
numbered  43554,  wherein  he  alleged  that  he  sus- 
tained certain  personal  injuries  as  the  result  of  the 
negligence  of  the  defendant,  The  Austin  Company, 
and  sought  damages  in  the  sum  of  $50,000.00;  that 
The  Austin  Company  gave  notice  of  said  action  and 
demand  to  defendants,  and  demanded  the  protec- 
tion afforded  by  the  terms  of  said  contract  above 
referred  to;  that  defendants  failed,  refused  and 
neglected  to  protect  The  Austin  Company  from  said 
claim  or  demand ;  that  under  the  terms  of  the  policy 
of  public  liability  insurance  hereinabove  mentioned, 
plaintiff  was  required  to  and  did  defend  said  action 
for  and  on  behalf  of  The  Austin  Company;  that  in 
order  to  minimize  further  damages  and  losses,  plain- 
tiff settled  said  claim  and  paid  to  said  Homer  Tay- 
lor and  to  the  Pacific  Indemnity  Company  (a  work- 
men's compensation  insurance  company  that  had 
paid  certain  industrial  benefits  to  said  Taylor)  the 
sum  of  $4400.00;  that  said  sum  so  paid  to  said 
Homer  Taylor  by  plaintiff  was  and  is  less  than  the 
sum  claimed  by  said  Homer  Taylor  and  was  and  is 
a  reasonable  settlement  of  the  claim  of  said  Homer 
Taylor;  that  in  addition  thereto,  plaintiff  incurred 
and  paid  the  sum  of  $368.51  attorneys'  fees  in  the 
defense  of  said  action,  which  said  sum  is  fair  and 
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reasonable;  all  to  the  damage  of  plaintiff  in  the 
sum  of  $4,768.51. 

VII. 
That  one  Daniel  Estrada  was  an  employee  of  said 
defendants  as  above  mentioned,  and  while  working 
at  said  San  Francisco  Municipal  Air  Port  was  in- 
jured on  the  28th  day  of  July,  1947 ;  that  he  subse- 
quently brought  an  action  in  the  Superior  Court  of 
the  State  of  California,  in  and  for  the  County  of 
San  Mateo,  against  The  Austin  Company,  being 
numbered  43853,  wherein  he  alleged  that  he  sus- 
tained certain  personal  injuries  as  the  result  of  the 
negligence  of  the  defendant,  The  Austin  Company, 
and  sought  damages  in  the  sum  of  $100,000.00 ;  that 
The  Austin  Company  gave  notice  of  said  action  and 
demand  to  defendants,  and  demanded  the  protection 
afforded  by  the  terms  of  said  contract  above  re- 
ferred to;  that  defendants  failed,  refused  and 
neglected  to  protect  The  Austin  Company  from  said 
claim  or  demand ;  that  under  the  terms  of  the  policy 
of  public  liability  insurance  hereinabove  mentioned, 
plaintiff  was  required  to  and  did  defend  said  action 
for  and  on  behalf  of  The  Austin  Company;  that 
said  Daniel  Estrada  prosecuted  said  action  to  a 
final  judgment  against  The  Austin  Company  in  the 
sum  of  $12,679.70,  principal  and  cost;  that  plaintiff 
paid  to  said  Daniel  Estrada  said  sum  of  $12,679.70 
in  full  satisfaction  of  said  judgment;  that  in  addi- 
tion thereto,  plaintiff  incurred  and  paid  the  sum  of 
$987.09  attorneys'  fees  in  the  defense  of  said  action, 
|  which  said  sum  is  fair  and  reasonable;  all  to  the 
damage  of  plaintiff  in  the  sum  of  $13,666.79. 
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VIII. 

That  plaintiff  has  incurred  an  expense  in  the 
preparation  of  its  claim  against  defendants  in  the 
way  of  attorneys'  fees,  and  will  incur  other  and 
additional  expense  for  services  of  attorneys  in  the 
prosecution  of  this  action ;  and  the  sum  of  $3,000.00 
is  a  reasonable  sum  to  be  allowed  as  their  attorneys' 
fees  herein. 

IX. 

That  as  direct  and  proximate  result  of  the  fore- 
going, plaintiff  is  damaged  in  the  sum  of  $21,435.30. 

X. 

That  demand  has  been  made  by  plaintiff  upon 
said  defendants  for  said  amounts,  but  defendants 
have  refused,  and  still  refuse,  to  pay  said  amounts 
to  plaintiff. 

Wherefore,  plaintiff  prays  judgment  against  de- 
fendants for  the  sum  of  $21,435.30,  and  costs  of  suit 
herein  incurred,  interest,  and  other  and  further  re- 
lief as  it  may  be  entitled  to. 

HEALY  AND  WALCOM, 

/s/  HEALY  AND  WALCOM, 

Attorneys  for  Plaintiff. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

Harry  Hutchinson,  being  first  duly  sworn,  deposes 
and  says: 

That  he  is  an  officer  of  the  plaintiff  General  Acci- 
dent Fire  and  Life  Assurance  Corporation,  Ltd.,  a 
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corporation,  to  wit:  its  Principal  Representative 
and  Branch  Manager  for  Northern  California ;  that 
as  such,  he  is  authorized  to  verify  the  foregoing 
Complaint  for  Damages  on  behalf  of  said  plaintiff: ; 
that  he  has  read  the  same  and  knows  the  contents 
thereof ;  that  the  same  is  true  of  his  own  knowledge, 
except  as  to  the  matters  therein  stated  on  informa- 
tion and  belief  and  as  to  those  matters,  that  he  be- 
lieves it  to  be  true. 

/s/  HARRY  HUTCHINSON. 

Subscribed  and  sworn  to  before  me  this  25th  day 
of  May,  1950. 

[Seal]        /s/  AGNES  M.  COLE, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

My  Commission  Expires  August  28,  1951. 
[Endorsed] :     Filed  May  25,  1950. 


[Title  of  District  Court  and  Cause.] 

NOTICE  OF  MOTION 

To  the  Plaintiff,  General  Accident  Fire  and  Life 
Assurance  Corporation,  Ltd.,  a  Corporation,  and 
to  Healy  and  Walcom,  Its  Attorneys : 

Please  take  notice  that  the  undersigned  will,  on 
the  17th  day  of  July,  1950,  at  the  hour  of  10:00 
o'clock  a.m.,  or  as  soon  thereafter  as  counsel  can 
be  heard  before  the  above-entitled  court,  The  United 
States  Courts  &  Post  Office  Building,  7th  and  Mis- 
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sion  Streets,  San  Francisco,  California,  move  the 
above-entitled  court  for  an  Order  dismissing  the 
complaint  of  plaintiff  on  file  herein  on  the  following 
grounds : 

1.     That  the   complaint   fails   to   state   a   claim 
against  defendant  upon  which  relief  can  be  granted. 

BOYD,  TAYLOR  &  REYNOLDS, 

By  /s/  ROBERT  F.  REYNOLDS, 
Attorneys  for  Defendant,  Viking  Automatic  Sprin- 
kler Company. 

Memorandum  of  Points  and  Authorities 

Rules  of  Civil  Procedure  for  the  District  Courts  of 

the  United  States,  Rule  12  (d). 
175  A.L.R.  pps  29-36  inclusive. 

Receipt  of  copy  acknowledged. 
[Endorsed] :    Filed  July  7,  1950. 


[Title  of  District  Court  and  Cause.] 

ORDER 

As  in  the  case  of  Pacific  Indemnity  Co.  v.  Cali- 
fornia Electric  Works,  Ltd.,  29  Cal.  App.  (2d)  260, 
there  appears  to  be  a  latent  ambiguity  in  the  con- 
tract provisions  in  issue  here,  requiring  the  taking 
of  testimony  to  explain  what  the  parties  meant  by 
said  provisions  and  to  determine  whether  the  con- 
tract was  intended  to  indemnify  the  plaintiff  against 
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its  own  negligence.    Defendant's  motion  to  dismiss 
is  therefore  denied. 

Dated:     July  24th,  1950. 

/s/  HERBERT  W.  ERSKINE, 
U.  S.  District  Judge. 

[Endorsed] :     Filed  July  24,  1950. 


[Title  of  District  Court  and  Cause.] 

ANSWER 

Comes  now  the  defendant,  Viking  Automatic 
Sprinkler  Company,  a  corporation,  and  answering 
the  Complaint  on  file  herein,  denies,  admits  and 
alleges  as  follows: 

I. 

Answering  paragraph  II  of  said  Complaint,  ad- 
mits that  the  Viking  Automatic  Sprinkler  Company 
was  a  California  corporation,  authorized  to  do  and 
doing  business  in  the  Northern  District  of  the  State 
of  California. 

Defendant  is  without  knowledge  or  information 
sufficient  to  form  a  belief  as  to  the  truth  of  the 
remaining  allegations  of  said  paragraph,  and  plac- 
ing its  denial  on  said  grounds,  denies  the  same. 

II. 

Answering  paragraph  III,  said  defendant  is  with- 
out knowledge  or  information  sufficient  to  form  a 
belief  as  to  the  truth  of  the  allegations  contained 
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therein,   and   placing   its   denial   on   said   grounds, 
denies  the  same. 

III. 

Answering  paragraph  IV  of  said  Complaint,  de- 
fendant admits  that  portion  starting  at  line  19,  with 
the  word  "That,"  and  continuing  to  line  28,  and 
up  to  and  including  the  word  "California." 

Denies  the  balance  of  said  paragraph. 

IV. 

Answering  paragraph  V,  defendant  admits  the 
allegations  of  said  paragraph,  commencing  with  the 
word  "That,"  on  line  2  of  said  paragraph,  and  con- 
tinuing to  and  including  the  word  "stated,"  on 
line  9  of  said  paragraph. 

Denies  the  balance  of  said  paragraph. 

V. 

Answering  paragraph  VI  of  said  Complaint,  de- 
fendant admits  the  allegations  thereof,  starting  with 
the  word  "That,"  on  line  14,  through  and  including 
the  word  "defendants"  on  line  24  of  said  para- 
graph. 

Denies  the  allegations  starting  with  the  word 
"and,"  line  24  of  said  paragraph,  through  and  in- 
cluding the  word  "demand"  on  line  27  of  said  para- 
graph. 

Defendant  is  without  information  or  knowledge 
sufficient  to  form  a  belief  as  to  the  truth  of  the 
allegations  of  the  balance  of  said  paragraph,  and 
placing  its  denial  on  said  grounds,  denies  the  bal- 
ance of  said  paragraph. 
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VI. 

Answering  paragraph  VII  of  said  Complaint,  de- 
fendant admits  the  allegations  thereof,  starting  with 
the  word  "That,"  on  line  11,  through  and  including 
the  word  "defendants"  on  line  21  of  said  para- 
graph. 

Denies  the  allegations  starting  with  the  word 
"and,"  line  21  of  said  paragraph,  through  and  in- 
cluding the  word  "demand,"  on  line  24  of  said 
paragraph. 

Defendant  is  without  information  or  knowledge 
sufficient  to  form  a  belief  as  to  the  truth  of  the 
allegations  of  the  balance  of  said  paragraph,  and 
placing  its  denial  on  said  grounds,  denies  the  bal- 
ance of  said  paragraph. 

VII. 

Denies  the  allegations  of  paragraphs  VIII,  IX 
and  X. 

VIII. 

Further  answering  said  Complaint,  and  as  a  sepa- 
rate, distinct  and  affirmative  defense  thereto,  de- 
fendant alleges  that  The  Austin  Company  was  negli- 
gent and  careless  in  and  about  the  matters  set  forth 
in  said  Complaint  in  that  they  failed  to  use  due 
or  any  care  or  caution  for  the  safety  of  others,  and 
that  said  acts  of  carelessness  and  negligence  on  the 
part  of  The  Austin  Company  proximately  caused 
the  injury  sustained  by  Homer  Taylor  on  or  about 
the  11th  day  of  June,  1947,  and  Daniel  Estrada  on 
or  about  the  28th  day  of  July,  1947;  that  said  The 
Austin  Company  would,  therefore,  not  be  entitled 
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to  recover  for  damages  caused  by  its  own  negligence 
or  wrongdoing  and  plaintiff,  as  The  Austin  Com- 
pany's public  liability  insurance  carrier  claiming  a 
right  of  subrogation,  has  no  greater  right  than  its 
insured  and  is,  therefore,  not  entitled  to  a  judgment 
for  damages. 

Wherefore,  defendant  Viking  Automatic  Sprin- 
kler Company,  a  corporation,  prays  that  plaintiff 
take  nothing  by  its  action,  and  that  the  same  be  dis- 
missed, and  that  defendant  be  granted  its  costs  of 
suit  herein,  and  such  other  and  further  relief  as  the 
court  may  deem  just. 

BOYD,  TAYLOR  &  REYNOLDS, 

Attorneys  for  Defendant,  Yiking  Automatic  Sprin- 
kler Company,  a  Corporation, 

By  /s/  ROBERT  F.  REYNOLDS. 

State  of  California, 

City  and  County  of  San  Francisco — ss. 

P.  W.  Diggle,  being  first  duly  sworn,  deposes  and 
says: 

That  he  is  an  officer  of  the  defendant,  Viking 
Automatic  Sprinkler  Company,  a  corporation,  to 
wit :  its  President ;  that  as  such,  he  is  authorized  to 
verify  the  foregoing  Answer  on  behalf  of  said  de- 
fendant; that  he  has  read  the  same  and  knows  the 
contents  thereof;  that  the  same  is  true  of  his  own 
knowledge,  except  as  to  the  matters  therein  stated 
on  information  and  belief  and  as  to  those  matters 
that  he  believes  it  to  be  true. 

/s/  R.  W.  DIGGLE. 
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Subscribed  and  sworn  to  before  me  this  21st  day 
of  August,  1950. 

[Seal]        /s/  NINA  HOLDER, 
Notary  Public  in  and  for  the  City  and  County  of 
San  Francisco,  State  of  California. 

Receipt  of  copy  acknowledged. 
[Endorsed] :     Filed  August  24,  1950. 


[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND 
CONCLUSIONS  OF  LAW 

This  cause  came  on  regularly  to  be  heard  before 
the  above-entitled  Court,  the  Honorable  Louis  E. 
Goodman  presiding  with  a  jury,  on  the  15th  day  of 
January,  1951,  plaintiff  General  Accident  Fire  & 
Life  Assurance  Corporation,  Ltd.,  a  corporation, 
appearing  by  its  counsel  Healy  &  Walcom  by  John 
J.  Healy,  Esq.,  and  defendant  Viking  Automatic 
Sprinkler  Company,  a  corporation,  appearing  by  its 
counsel  Boyd,  Taylor  &  Reynolds,  by  Richard  A. 
Boyd,  Esq.; 

Thereupon,  oral  and  documentary  evidence  was 
introduced  by  and  on  behalf  of  the  parties  hereto 
and  at  the  conclusion  of  the  plaintiff's  case,  a  Mo- 
tion to  Dismiss  was  made  by  the  defendant  and  the 
Court  having  considered  all  of  the  testimony  and 
the  arguments  of  counsel  and  all  of  the  evidence 
and  being  fully  advised  in  the  premises,  now  makes 
the  following: 
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Findings  of  Fact 

I. 

That  plaintiff,  General  Accident,  Fire  &  Life  As- 
surance Corporation,  Ltd.,  a  corporation,  is  now  and 
was  at  all  times  herein  concerned,  a  corporation 
duly  organized  under  the  laws  of  the  United  King- 
dom of  Great  Britain  and  Scotland  and  is  a  resident 
of  said  Kingdom  and  is  authorized  to  and  is  doing 
business  in  the  State  of  California  engaged  in  the 
business  of  writing  and  issuing  policies  of  public 
liability  insurance ; 

II. 

That  at  all  times  herein  concerned,  The  Austin 
Company,  a  corporation,  was  and  is  a  corporation 
authorized  to  do  and  doing  business  in  the  State  of 
California ; 

III. 

That  the  Viking  Automatic  Sprinkler  Company, 
a  corporation,  was  at  all  times  herein  concerned  a 
corporation  organized  and  existing  under  the  laws 
of  the  State  of  California,  and  was  at  all  times 
authorized  to  do  and  was  doing  business  in  the 
Northern  District  of  the  State  of  California ; 

IV. 

That  prior  to  the  23rd  day  of  July,  1946,  the 
plaintiff  issued  a  policy  of  public  liability  insurance 
by  the  terms  of  which  it  promised  and  agreed  to 
indemnify  and  insure  The  Austin  Company  against 
liability  for  personal  injury  incurred  during  the 
course  of  certain  construction  operations  conducted 
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in  behalf  of  the  United  Air  Lines  by  the  Austin 
Company,  as  the  general  contractor; 

V. 

That  in  the  City  of  Oakland,  County  of  Alameda, 
State  of  California,  on  or  about  the  23rd  day  of 
July,  1946,  the  defendant  entered  into  a  written 
contract  with  The  Austin  Company  whereby  defend- 
ant agreed,  among  other  things,  to  furnish  to  The 
Austin  Company  all  labor,  mechanics,  tools,  equip- 
ment, supplies  and  services  necessary  to  perform 
all  sprinkler  work  in  connection  with  the  proposed 
United  Air  Lines  building  at  Mills  Field,  South 
San  Francisco,  California,  on  a  time  and  material 
basis  under  which  the  defendant  received  a  fee  of 
10%  for  overhead  and  8%  for  profit  based  on  the 
total  sum  of  the  cost  of  the  work  plus  overhead ; 

VI. 

That  in  said  contract  dated  July  23,  1946,  The 
Austin  Company  was  designated  as  buyer  and  de- 
fendant was  designated  as  vendor  and  that  Para- 
graph 7  of  the  purchase  order  and  contract  No.  4231 
provided  as  follows : 

"Insurance — It  is  understood  and  agreed  that 
vendor  is  fully  covered  with  public  liability, 
workmen's  compensation  and  property  damage 
insurance  and  agrees  to  protect  and  indemnify 
the  buyer  against  all  claims  for  damages,  law 
suits,  etc.,  which  may  arise  due  to  difficulties 
encountered  while  vendor  is  servicing  this  oper- 
ation. ' ' 
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VII. 

That  one  Homer  Taylor  was  an  employee  of  de- 
fendant and  while  working  within  the  course  of  his 
employment  at  said  Mills  Field  on  the  11th  day  of 
June,  1947,  received  injury  resulting  from  the  sole 
negligence  of  The  Austin  Company,  its  agents,  serv- 
ants and  employees;  that  the  defendant,  its  agents, 
servants  and  employees,  were  not  guilty  of  contribu- 
tory negligence  that  partially  contributed  to  the 
accident  resulting  in  injury  to  the  said  Homer  Tay- 
lor; that  an  action  was  filed  in  behalf  of  the  said 
Homer  Taylor  against  The  Austin  Company,  that 
was  settled  by  the  plaintiff  under  the  terms  of  the 
policy  of  public  liability  insurance  issued  to  The 
Austin  Companj^  by  payment  of  the  total  sum  of 
$4,768.51 ;  that  in  addition  thereto  plaintiff  incurred 
and  paid  the  sum  of  $299.59  in  the  investigation  and 
defense  of  said  action; 

VIII. 

That  one  Daniel  Estrada  was  injured  on  the  28th 
day  of  July,  1947,  while  working  within  the  course 
of  his  employment  for  the  defendant  at  Mills  Field, 
as  the  result  of  the  sole  negligence  of  The  Austin 
Company,  its  agents,  servants  and  employees;  that 
the  defendant,  its  agents,  servants  and  employees, 
were  not  guilty  of  negligence  proximately  contribut- 
ing to  the  happening  of  said  accident;  that  follow- 
ing the  trial  of  said  action,  a  payment  was  made  by 
the  plaintiff  under  its  policy  of  insurance  with  The 
Austin  Company  in  satisfaction  of  final  judgment 
against  The  Austin  Company  in  the  sum  of  $12,- 
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697.70 ;  that  plaintiff  incurred  and  paid  the  sum  of 
$1,692.44  in  attorneys'  fees  and  expenses  in  defend- 
ing the  action  brought  against  The  Austin  Company 
by  said  Daniel  Estrada; 

IX. 

That  plaintiff  has  withdrawn  and  dismissed  its 
claim  for  expenses  in  the  preparation  of  its  claim 
against  defendants  by  way  of  attorneys'  fees  and 
additional  expenses  of  services  alleged  in  paragraph 
8  of  said  Complaint; 

X. 

That  the  defense  of  said  actions  were  tendered 
to  defendant,  but  defendant  refused  to  accept  the 
same. 

XI. 

That  demand  was  made  by  plaintiff  on  said  de- 
fendant, prior  to  the  filing  of  this  action,  for  pay- 
ment of  the  above  amounts  but  defendants  have 
refused  to  pay  said  amounts  to  plaintiff; 

XII. 

That  paragraph  7  of  the  contract  between  the  de- 
fendant and  The  Austin  Company  is  ambiguous; 
that  the  plaintiff  has  failed  to  prove  that  the  parties 
to  the  contract  intended  that  the  defendant  indem- 
nify the  plaintiff  or  The  Austin  Company  for  dam- 
ages resulting  from  the  sole  negligence  of  The  Aus- 
tin Company,  its  agents,  servants  and  employees; 

XIII. 

That  the  provisions  of  the  contract  itself  are  not 
susceptible  to  an  interpretation  that  the  defendant 
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agreed  to  indemnify  The  Austin  Company  for  in- 
juries received  in  accidents  resulting  from  the  sole 
negligence  of  The  Austin  Company,  its  agents,  serv- 
ants and  employees; 

XIV. 

That  the  plaintiff  has  failed  to  present  facts  suf- 
ficient to  sustain  the  allegations  of  the  complaint  in 
this  case;  that  there  is  nothing  presented  by  way 
of  evidence  by  the  plaintiff  in  this  case  to  prove  that 
the  defendant  intended  and  agreed  to  reimburse  The 
Austin  Company  for  payments  made  in  behalf  of 
The  Austin  Company  resulting  from  accidents  and 
injuries  sustained  by  reason  of  the  sole  negligence 
of  The  Austin  Company,  its  agents,  servants  and 
employees ; 

XV. 

That  all  of  the  amounts  mentioned  herein  are  and 
were  reasonable. 

From  the  foregoing  recitation  of  the  Findings  of 
Fact,  the  Court  makes  the  following: 

Conclusions  of  Law 

1.  That  the  Court  has  jurisdiction  over  the  par- 
ties on  the  subject  matter. 

2.  That  defendant's  Motion  to  Dismiss  this  case 
is  granted. 

3.  That  the  plaintiff  failed  to  prove  that  the  par- 
ties to  the  contract  intended  that  the  defendant  in- 
demnify The  Austin  Company  for  damages  and 
costs  incurred  by  reason  of  the  sole  negligence  of 
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The  Austin  Company,  its  agents,  servants  and  em- 
ployees. 

Let  a  Judgment  on  defendant's  Motion  to  Dismiss 
be  entered  accordingly. 

Dated  this  29th  day  of  January,  1951. 

/s/  LOUIS  GOODMAN, 

Judge  of  the  District  Court. 

Approved  as  to  form : 

/s/  HEALY  &  MALCOM, 

Attorneys  for  Plaintiff. 

/s/  BOYD,  TAYLOR  &  REYNOLDS, 
Attorneys  for  Defendants. 

[Endorsed] :     Filed  January  29,  1951. 
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In  the  District  Court  of  the  United  States,  in  and 
for  the  Northern  District  of  California,  South- 
ern Division 

No.  29779 

GENERAL  ACCIDENT  FIRE  AND  LIFE  AS- 
SURANCE CORPORATION,  LTD.,  a  Cor- 
poration, 

Plaintiff, 

vs. 

VIKING  AUTOMATIC  SPRINKLER  COM- 
PANY, et  al., 

Defendants. 

DECREE 

This  cause  came  on  regularly  to  be  heard  before 
the  above-entitled  Court,  the  Honorable  Louis  E. 
Goodman  presiding  with  a  jury,  on  the  15th  day  of 
January,  1951,  plaintiff  General  Accident  Fire  & 
Life  Assurance  Corporation,  Ltd.,  a  corporation, 
appearing  by  its  counsel  Healy  &  Walcom,  by  John 
J.  Healy,  Esq.,  and  defendant  Viking  Automatic 
Sprinkler  Company,  a  corporation,  appearing  by 
its  counsel  Boyd,  Taylor  &  Reynolds,  by  Richard  A. 
Boyd,  Esq. 

Thereupon,  oral  and  documentary  evidence  was 
introduced  by  and  on  behalf  of  the  parties  hereto 
and  at  the  conclusion  of  the  plaintiff's  case,  a  Mo- 
tion to  Dismiss  was  made  by  the  defendant,  and 
the  Court  having  considered  all  of  the  testimony  and 
the  arguments  of  counsel  and  all  of  the  evidence, 
and  defendant  having  made,  signed  and  filed  herein 
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its  Findings  of  Fact  and  Conclusions  of  Law  which 
are  by  reference  made  a  part  hereof,  and  being  fully 
advised  in  the  premises; 

Now,  Therefore,  by  reason  of  the  law  and  evi- 
dence and  the  Findings  of  Fact  and  Conclusions  of 
Law, 

It  Is  Hereby  Ordered,  Adjudged  and  Decreed 
that  the  complaint  on  file  herein  be  dismissed  and 
that  plaintiff  take  nothing  by  said  complaint. 

It  Is  Further  Ordered,  Adjudged  and  Decreed 
that  defendant  recover  its  taxable  costs  in  the 
amount  of  $ 

Done  this  29th  day  of  January,  1951. 

/s/  LOUIS  GOODMAN, 

U.  S.  District  Judge. 

[Endorsed] :     Filed  January  29,  1951. 
Entered  in  Civil  Docket  Jan.  30,  1951. 
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[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL  TO  THE  UNITED 
STATES  COURT  OF  APPEALS  FOR  THE 
NINTH  CIRCUIT 

Notice  Is  Hereby  Given  that  the  plaintiff  General 
Accident  Fire  and  Life  Assurance  Corporation, 
Ltd.,  a  corporation,  hereby  appeals  to  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit  from 
that  certain  decree  and  judgment  entered  in  the 
above-entitled  action  on  the  30th  day  of  January, 
1951. 

Dated:     February  27,  1951. 

HEALY  AND  WALCOM, 

/s/  JOHN  J.  HEALY, 

Attorneys  for  Plaintiff. 

Receipt  of  copy  acknowledged. 
[Endorsed] :     Filed  February  27,  1951. 
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In  the  District  Court  of  the  United  States  for  the. 
Northern  District  of  California,  Southern 
Division 

No.  29779 

GENERAL  ACCIDENT,  FIRE  &  LIFE  ASSUR- 
ANCE CORPORATION,  a  Corporation, 

Plaintiff, 

vs. 

VIKING  AUTOMATIC  SPRINKLER  COM- 
PANY, a  Corporation,  et  al., 

Defendants. 

Before:  Hon.  Louis  E.  Goodman,  Judge. 

REPORTER'S   TRANSCRIPT   OF   RECORD 
ON  APPEAL 

Monday,  January  15th,  1951 

Appearances : 

For  the  Plaintiff: 

MESSRS.  HEALY  &  WALCOM,  by 
JOHN  J.  HEALY,  ESQ. 

For  the  Defendants: 

MESSRS.  BOYD,  TAYLOR  & 
REYNOLDS,  by 
RICHARD  A.  BOYD,  ESQ. 
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(This  cause  came  on  regularly  for  trial  this 
date.  The  Jury  was  duly  impaneled  and  sworn 
to  try  the  cause,  whereupon  the  following  pro- 
ceedings were  had:) 

The  Court :  Would  you  care  to  make  an  opening 
statement  in  this  matter? 

Mr.  Healy:     Thank  you. 
Opening  Statement  on  Behalf  of  the  Plaintiff 

Mr.  Healy :  May  it  please  your  Honor  and  mem- 
bers of  the  Jury:  This  case,  I  might  say,  is  a  little 
unusual,  but  we  think  rather  simple. 

We  must  keep  in  mind  these  various  parties,  so  I 
will  emphasize  their  names  so  that  you  will  have 
them  in  mind. 

The  Austin  Company  is  a  nationwide  organization 
that  is  engaged  in  the  business  of  building  various 
types  of  contruction,  various  buildings  and  so  forth. 
It  had  a  contract  with  the  City  and  County  of  San 
Francisco,  I  believe,  or  perhaps  it  was  with  the 
United  Airlines — that  isn't  important  at  the  mo- 
ment— to  build  certain  hangars  and  buildings  at 
Mills  Field.  It  was  general  contractor  on  the  job, 
and  it  was  on  that  job  for  about  a  year  and  a  half. 
It  did  not  do  all  the  work  itself,  but  it  engaged  the 
services  of  what  are  commonly  called  sub-con- 
tractors to  perform  various  functions,  and  the  sub- 
contractor that  we  are  interested  in  [2*]  here  is 
called  the  Viking  Company. 

That  is  the  company  that  is  represented  by  Mr. 

Boyd,   the   company  that   is   being   sued   here.    It 

entered  into  this  contract  with  the  Viking  Company 

*  Page  numbering  appearing  at  top  of  page  of  original  Reporter's 
Transcript  of  Record. 


vs.  Viking  Automatic  Sprinkler  Co.  27 

to  install  a  sprinkling  system  in  these  various 
hangars  or  buildings  that  were  later  to  be  used  in 
the  aircraft  industry. 

Now  it  entered  into  this  contract  I  think  it  was 
in  June  of  1946,  and  at  the  time  that  it  entered  into 
the  contract  and  for  several  months  prior  thereto, 
it,  that  is  to  say,  the  Austin  Company,  was  insured 
under  a  very  general  policy  of  comprehensive 
liability  insurance,  commonly  called  a  comprehen- 
sive liability  policy,  and  that  would,  in  substance, 
agree  to  pay  any  loss  or  any  liability  that  would 
be  imposed  by  law,  is  the  way  it  reads — any  liability 
that  would  be  imposed  by  law  upon  it,  the  Austin 
Company,  for  any  of  its  operations  throughout  the 
United  States,  including  of  course,  this  job  at  Mills 
Field. 

The  company  that  issued  that  policy  is  the  plain- 
tiff. That  is  the  company  that  I  represent.  That 
is  the  company  that  this  gentleman  who  sits  to  my 
right  is  the  manager  of,  and  who  will  be  our  first 
witness.  His  name  is  Mr.  Siebold.  The  plaintiff 
is  the  General  Accident — the  exact  name  is  General 
Accident,  Fire  &  Life  Assurance  Corporation, 
Limited.  It  is  a  corporation  that  is  organized  under 
the  laws  of  Great  Britain,  having  its  main  office 
in  this  country  in  [3]  Philadelphia,  and  it  is  author- 
ized to  and  was  doing  business  in  California. 

I  have  mentioned  we  have  three  parties — the  Gen- 
eral Accident,  Fire  &  Life,  the  Viking  Company 
and  the  Austin  Company. 

And  the  Viking  Company  at  the  time  that  the  con- 
tract— or    rather    I    should    say    sub-contract — was 
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entered  into,  this  sub-contract  provided  as  follows — 
and  the  contract  will  be  introduced  in  evidence,  or  at 
least  a  photostat  of  it: 

"It  is  understood  and  agreed  that  the  vendor" — 
The  vendor  is  elsewhere  described  in  the  contract  as 
being  the  Viking  Company,  that  is,  the  company 

putting  in  these  sprinklers 

"It  is  understood  and  agreed  that  the  vendor 
is  fully  covered  with  public  liability,  Work- 
men's Compensation  and  property  damage  in- 
surance, and  it  is  further  agreed  that  it  agrees 
to  protect  and  indemnify  buyer" 

and  the  buyer  is  elsewhere  referred  to  as  the  Austin 

Company 

"against  all  claims  for  damages,  lawsuits,  etc., 
which  may  arise  due  to  difficulties  encountered 
while  vendor  is  servicing  this  operation." 

In  other  words,  the  Viking  Company,  which  is  the 
vendor  referred  to,  agreed  to  carry  liability  insur- 
ance on  this  job  and  agreed  to  reimburse  the  Austin 
Company  for  any  [4]  loss  that  the  Austin  Company 
might  sustain  on  the  job  due  to  damages,  lawsuits 
and  so  forth. 

Two  men,  workmen  and  employees  of  the  Viking 
Company,  one  named  Estrada,  the  other  man's  name 
was  Taylor — were  both  injured  on  the  job.  One 
was  injured  when  he  fell  down  an  open  unguarded 
hole,  and  the  other  man  was  working  and  a  clam 
bucket  crane  came  along  and  the  thing  collapsed 
and  he  was  injured.  Both  of  those  men,  Estrada 
and  Taylor,  were  employees  of  this  Viking  Coin- 
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pany,  that  is  the  sprinkler  company.  They  brought 
suits  in  San  Mateo  Count}r  against  Austin  Company. 
One  of  them  was  tried  before  a  Jury. 

Let  me  go  back  just  one  second.  They  brought 
suit  against  the  Austin  Company  claiming  that 
they  were  hurt  because  of  the  negligence  of  the 
Austin  Company.  These  suits  were  brought  in  San 
Mateo  County. 

The  Taylor  case  was  settled. 

The  Estrada  case  was  tried  before  Judge  Scott 
and  a  Jury,  and  resulted  in  a  verdict  of  $150,000  in 
favor  of  Mr.  Estrada. 

On  a  motion  for  a  new  trial 

The  Court:     Who  was  that  suit  brought  against1? 

Mr.  Healy:  That  was  against  Austin.  I  will  re- 
peat, Estrada  was  suing  Austin. 

The  Court:  Estrada  was  an  employee  of  the 
Viking  Company?  [5] 

Mr.  Healy:  Yes,  your  Honor,  he  was  an  em- 
ployee of  the  Viking  Company.  These  two  men  were 
employees  of  this  Viking  Company,  and  they  sued 
the  Austin  Company  claiming  that  they  were  hurt 
because  of  some  dereliction  upon  the  Austin  Com- 
pany. I  guess  they  were  right,  because  one  got 
$15,000 — I  will  tell  you  about  the  other  one  in  a 
moment.  On  the  motion  for  a  new  trial  it  was  cut 
down  to  $12,500.  And  in  stepped  the  plaintiff,  my 
company,  the  General  Accident,  and  paid  it. 

I  want  to  withdraw  that  so  you  get  the  chronology 
of  the  thing. 

Right  after  the  suits  were  filed  the  Austin  Com- 
pany referred  it  to  the  General  Accident  Company, 
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Mr.  Siebold's  company,  for  defense,  and  they  en- 
gaged the  services  of  a  well  known  firm  of  attorneys 
in  San  Francisco,  Messrs.  Bronson,  Bronson  & 
McKinnon,  to  represent  the  Austin  Company. 

They  made  demand,  however,  on  Viking;  they 
said,  "Here,  you  are  supposed  to  take  care  of  this"; 
but  Viking  did  not  do  anything. 

The  Estrada  case  was  tried  before  Judge  Scott 
and,  as  I  said,  resulted  in  a  $15,000  verdict,  was  cut 
down  to  twelve  thousand  and  there  were  some  odd 
dollars  costs.   We  have  the  exact  checks  on  it. 

With  regard  to  the  other  gentleman,  Mr.  Taylor, 
that  case  did  not  go  to  Court,  There  was  a  suit 
filed,  but  it  was  settled  for  Forty-four  hundred 
odd  dollars,  I  think  the  [6]  figure  was.  Both  those 
amounts  were  paid  by  the  General  Accident  Com- 
pany, and  also  they  paid  incidental  expenses  that 
we  will  show  you,  checks  for  attorneys'  fees  and 
Court  reporters  and  a  number  of  little  matters. 

Members  of  the  Jury,  and  your  Honor,  the  whole 
thing  in  a  nutshell,  so  to  speak,  is,  the  General 
Accident  Company,  having  paid  these  losses — one 
of  over  $12,000  and  one  of  $4400,  plus  some  ex- 
penses, is  seeking  to  get  this  back  from  the  Viking 
Company,  that  had  agreed  under  its  contract  to — 
I  need  not  read  it  to  you  again — to  protect  and 
indemnify  the  Austin  Company  against  all  damages, 
lawsuits  and  so  forth. 

Just  one  further  word.  The  General  Accident 
Company,  I  believe  His  Honor  will  instruct  you  as 
a  matter  of  law,  having  paid  expenses  in  that  as- 
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sumed,  or,  as  we  lawyers  say,  it  is  subrogated  to 
the  rights  of  this  Austin  Company. 

That  is  the  case.  We  intend  to  prove  that. 

His  Honor  asked  us  earlier  whether  there  was 
any  factual  issue  to  be  presented.  Mr.  Boyd  will 
probably  tell  you  what  his  contentions  are.  We 
think  that  is  just  it;  that  we  can  prove  all  those 
things,  and  if  so,  we  are  going  to  ask  you  for  a 
verdict  for  an  amount,  computing  all  these  figures 
together,  will  probably  be  $16,000,  or  more  than 
that — sixteen  or  seventeen  thousand  dollars. 

The  Court:  Do  you  wish  to  make  your  state- 
ment at  this  time?  [7] 

Mr.  Boyd:     Yes,  if  I  may,  your  Honor. 

Opening  Statement  on  Behalf  of  Defendants 

Mr.  Boyd:  May  it  please  your  Honor  and  ladies 
and  gentlemen  of  the  Jury  and  counsel:  It  is  now 
my  privilege,  as  attorney  for  the  Viking  Automatic 
Sprinkling  Company,  to  outline  for  you  generally 
our  position  in  this  case  and  the  facts  that  we  expect 
to  prove,  after  which,  after  the  facts  are  introduced 
by  the  evidence  and  the  law  is  given  to  you  by  his 
Honor,  we  will  request  that  you  return  a  verdict 
in  favor  of  the  defendants  in  this  action. 

As  has  been  indicated  by  his  Honor  and  by 
:  Mr.  Healy,  this  is  a  most  unusual  situation.  My 
j  clients  are  engaged  in  the  automatic  sprinkler  busi- 
j  ness.  They  install  the  automatic  sprinklers  around 
,  various  buildings,  new  and  old  and  in  the  process 
of  construction. 
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Some  time  in  1946,  the  Austin  Company,  who  are 
nationwide  general  contractors,  entered  into  a  con- 
tract with  the  United  Airlines  to  construct  and  build 
the  maintenance  base,  the  various  buildings  and  so 
forth,  that  will  be  described  for  you  generally 
around  the  San  Francisco  Airport.  And  I  am  sure 
we  are  all  familiar  with  that  recent  construction 
down  there. 

Now  at  the  time  that  the  general  contract  was 
started,  the  Austin  Company  did  carry  insurance, 
wTe  assume,  as  has  been  alleged,  with  the  General 
Accident,  Fire  &  Life  Assurance  [8]  Society  or  Com- 
pany of  Great  Britain,  protecting  them  for  suits  of 
negligence  that  resulted  from  the  operation  of  this 
work  down  there  from  their  own  negligence. 

In  July  of  1946  the  Austin  Company  had  some 
conferences  with  my  clients'  representatives  relative 
to  the  construction  of  the  sprinkler  system  in  these 
new  buildings  that  were  being  constructed  around 
the  airport. 

Well,  it  so  happened  at  that  time  that  the  Austin 
Company  had  not  set  out  any  definite  plans  or  speci- 
fications for  the  installation  of  the  sprinkler  sys- 
tems, so  an  agreement  was  entered  into  between  the 
Viking  Company  and  the  Austin  Company  pro- 
viding that  the  Austin  Company  would  award  the 
sprinkler  job  to  the  Viking  Company  on  what  is 
generally  referred  to  as  a  cost-plus  contract, 
whereby  the  Austin  Company  would  pay  my  clients 
the  actual  cost  of  their  labor  and  materials,  plus 
an  allowance  for  overhead  expenses  and  an  allow- 
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ance  for  profit,  which  was  eight  per  cent  on  this 
particular  job. 

Included  in  that  contract  were  certain  provisions 
as  to  the  operation  and  the  work,  by  which  the 
Austin  Company  agreed  to  construct  all  the  scaffolds 
and  they  would  generally  supervise  the  work,  and 
provided  generally  that  when  a  certain  part  of  a 
building  was  ready  for  a  sprinkler  system,  we  were 
to  go  in,  put  in  the  sprinkler  system  and  would 
bill  them  for  the  labor  and  material.  [9] 

This  contract,  ladies  and  gentlemen,  is  really 
drawn  up  on  three  different  types  of  forms.  One 
is  a  printed  form  of  some  four  pages  that  has  been 
printed  by  the  Austin  Company  and  is  used  appar- 
ently on  all  of  their  jobs  all  over  the  country  or 
wherever  they  operate,  and  that  refers  generally 
to  the  contractor  and  sub-contractor  relationship 
and  provides  that  we  will  install  an  automatic 
sprinkler  system  on  a  cost-plus  basis.  Then  at- 
tached to  that  contract — and  as  has  been  indicated, 
these  contracts  will  be  introduced  in  evidence — is  a 
multigraphed  or  mimeographed  form  that  is  re- 
ferred to  as  Section  A:  ''General  conditions  for  sub- 
contractors," some  of  which  might  apply  to  this 
particular  operation,  some  of  them  couldn't  possibly 
apply.  But  the  general  multigraphed  form  was 
attached  to  the  printed  form. 

And  then  on  top  of  that  there  is  what  is  called 
a  purchase  order,  on  a  form  that  was  printed  by 
the  American  Sales  Book  Company  of  Niagara 
Falls,  New  York,  which  contains  certain  provisions, 
and  refers  to  the  buying  and  selling  of  products— 
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that  is  the  vendor-buyer  relationship;  and  in  this 
purchase  agreement  attached  to  the  printed  con- 
tract, and  attached  to  the  general  provisions  of  the 
multigraphed  form,  there  are  certain  provisions  in- 
cluding " Shipping  notices,"  "Car  loads,"  "Cartage 
or  packages";  terms  as  to  the  payment  of  bills  with 
two  per  cent  deducted  for  cash  if  paid  before  the 
15th  of  the  month,  and  a  provision  that — I  will 
read  this  to  [10]  you,  "That  the  vendor" — that 
would  be  my  client — "agrees  to  protect  and  in- 
demnify the  buyer" — that  would  be  the  Austin  Com- 
pany— "against  all  claims  for  damages,  lawsuits, 
etc." — et  cetera,  or,  and  so  forth,  or  whatever  you 
might  want  to  call  it — "which  may  arise  due  to 
difficulties  encountered  while  vendor  is  servicing 
this  operation."  Now  that  is  the  provision  of  the 
contract  under  which  we  have  been  requested  to  pay 
some  $21,000  to  the  General  Accident  Fire  &  Life 
Assurance  Company. 

In  accordance  with  the  provisions  of  the  contract 
and  in  accordance  with  the  laws  of  the  State  of 
California,  the  Viking  Compaq  obtained  a  Work- 
men's Compensation  insurance  policy  with  the 
Pacific  Indemnity  Company,  and  in  July  of  1947 
one  of  our  employees,  Mr.  Taylor,  was  working 
under  a  bridge  that  had  been  constructed  by  the 
Austin  Company. 

The  Court:  Just  a  moment,  counsel.  The  re- 
mainder of  the  Jurors  need  not  wait;  you  won't  be 
needed  any  further  today. 

Go  ahead,  counsel. 

Mr.  Boyd :     Keep  in  mind  we  are  in  the  sprinkler 
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system  business;  we  are  not  contractors  for  con- 
struction. And  there  was  a  ditch  that  was  dug  by 
the  general  contractor,  the  Austin  Company,  and  we 
put  our  water  mains  in  there.  So  they  built  a  bridge 
across  this  ditch.  This  was  the  Austin  Company, 
insured  by  the  General  Accident.  And  the  Austin 
Company  provided  [11]  all  heavy  equipment,  and 
they  had  a  big  crane  that  was  used  for  various 
purposes  around  this  job.  So  one  of  our  men,  Mr. 
Taylor,  was  working  under  this  particular  bridge, 
and  without  any  warning  or  anything  else  they  ran 
this  crane  over  the  bridge  and  mashed  it  down  and 
mashed  Mr.  Taylor,  and  Mr.  Taylor  did  file  a  suit 
against  the  Austin  Company  and  he  charged  them 
with  negligence.  We  paid,  or  rather  Pacific  In- 
demnity Company  in  our  behalf,  paid  compensation 
benefits  to  Mr.  Taylor,  and  after  the  entire  matter 
was  over,  suit  was  filed  and  so  forth,  the  General 
Accident,  under  their  policy  for  which  they  received 
premiums  from  the  Austin  Company,  did  pay 
Pacific  Indemnity  Company  the  amount  that  they 
had  paid  and  they  made  a  settlement  with  Mr. 
Taylor.  In  other  words,  ladies  and  gentlemen,  we 
will  prove  that  the  accident  to  Mr.  Taylor  was 
occasioned  entirely  by  the  negligence  of  the  Austin 
Company  and  their  employees  in  running  a  crane 
over  a  temporary  bridge  and  mashing  it  down  on 
Mr.  Taylor. 

Now  the  second  man  was  Daniel  Estrada.  In 
July  of  1947  he  was  working  in  the  building  con- 
structed by  the  Austin  Company  insured  by  the 
General  Accident,  and  in  the  construction  of  this 
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particular  portion  of  the  building  the  Austin  Com- 
pany had  left  a  large  hole  which  was  a  stair  well, 
and  they  ultimately  were  going  to  put  a  stairway 
in  this  hole,  and  one  of  our  employees,  Estrada, 
fell  into  this  hole  and  received  injuries,  and  he  too 
employed  an  attorney  and  filed  a  [12]  suit  against 
the  Austin  Company,  and  he  alleged  in  his  com- 
plaint that  the  Austin  Company  wilfully  and 
negligently  and  carelessly — now  this  is  Mr.  Taylor; 
Taylor  alleged  that  the  Austin  Company  wilfully, 
negligently  and  carelessly  caused  this  crane  to  run 
over  the  plaintiff.   And  that  was  paid. 

And  in  the  suit  filed  by  Mr.  Estrada,  or  in  his 
behalf,  it  was  alleged  that  the  Austin  Company  was 
the  general  contractor  and  in  complete  charge  of 
the  construction  of  this  building,  and  that  they  were 
negligent  in  leaving  this  hole  without  any  barricades 
or  covering  or  anything  else,  and  b}T  reason  thereof 
Mr.  Estrada  was  injured. 

As  counsel  pointed  out,  that  case  was  tried,  and 
the  Jury  found  that  Mr.  Estrada  was  entitled  to 
damages  from  the  Austin  Company  and  from  their 
insurance  company,  General  Accident,  by  reason  of 
the  negligence  of  the  Austin  Company,  and  they 
awarded  damages  of  $15,000,  or  whatever  it  was, 
which  was  paid  by  the  General  Accident,  we  assume. 

And  Taylor  paid  back  the  money  that  our  com- 
pensation insurance  company,  the  Pacific  Indemnity 
Company,  had  paid,  to  which  they  were  entitled  to 
a  lien  under  the  law. 

Now  the  question  that  we  will  be  confronted 
with  is,  what  was  the  intention  of  the  parties?    I 
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don't  mean  the  General  Accident  Fire  &  Life  In- 
surance Company  Limited  of  Great  Britain,  Ireland 
or  wherever  it  is  located — what  was  the  intention  of 
the  parties,  that  is  the  Austin  Company  and  [13]  the 
Viking  Company,  as  to  the  interpretation  of  this 
contract  ? 

And  in  that  connection,  ladies  and  gentlemen,  we 
will  prove  that  at  the  time  of  these  accidents,  the 
General  Accident  Insurance  Company — I  believe 
that  was  Mr.  Siebold  probably,  this  gentleman 
here — took  these  contracts  and  he  wrote  a  letter  to 
the  Viking  Company  that  I  represent  outlining  in 
general  the  facts,  and  stating  that 

"These  accidents  should  be  covered  by  you 
and  should  be  taken  care  of  by  you  and  you 
should  reimburse  us  and  take  over  and  hold 
us  harmless," 

and  so  forth,  and  he  sent  that  letter  to  the  Austin 
Company.  And  Mr.  Sims,  their  auditor,  took  a 
look  at  this  letter  and  said  in  effect,  "We  wouldn't 
do  anything  like  that  at  all."  This  was  back  in 
1947. 

Thereafter  it  appears,  and  we  will  prove  by  the 
auditor  of  the  Austin  Company,  whom  we  have 
subpoenaed — we  will  prove  that  some  time  later, 
approximately  eighteen  months  after  these  accidents 
occurred,  Mr.  Siebold  again  requested  that  the 
Austin  Company  write  a  letter  to  us  demanding  that 
we  take  over  the  defense  and  pay  for  these  law- 
suits, and  we  will  prove  that  at  that  time,  ladies  and 
gentlemen,  some  eighteen  months  after  the  accidents 
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happened,  the  home  office  of  the  Austin  Company  in 
Cleveland,  Ohio,  said,  "Well,  all  right,  you  can  go 
ahead,  because  we  have  had  trouble  with  the  Viking 
Company  on  a  job  in  Chicago  and  they  wouldn't 
cooperate  with  us  and  [14]  they  wouldn't  do  any- 
thing about  it.  So  you  go  ahead  and  tell  the  insur- 
ance company  to  go  ahead  and  sue  the  Viking  Com- 
pany" or  words  to  that  effect. 

Now,  ladies  and  gentlemen,  we  will  further  prove 
that  the  Viking  Company  is  a  California  Company ; 
we  know  nothing  of  what  went  on  in  Chicago.  The 
Viking  patents  are  handled  by  various  companie 
in  various  parts  of  the  country.  We  have  the  State 
of  California  under  our  license.  We  don't  know 
what  went  on  in  Chicago.  But  we  will  prove  that 
the  Austin  Company,  their  local  man  here  who  ne- 
gotiated this  contract,  wouldn't  even  let  the  General 
Accident  go  ahead  and  file  this  suit  until  he  ob- 
tained permission,  and  he  did  not  obtain  permission 
until  some  eighteen  months  later  when  there  was 
some  controversy  in  Chicago. 

Keep  in  mind  that  this  is  a  cost-plus  contract  by 
the  Austin  Company,  not  the  General  Accident ;  that 
the  Austin  Company  agreed  to  pay  us  for  our  ex- 
penses and  to  give  us  a  profit  on  this  particular 
operation  of  eight  per  cent.  That  was  our  margin 
of  profit  for  putting  in  the  sprinkler  system,  for 
using  our  engineering  experience  and  our  ability  as 
contractors.  All  during  the  time  and  every  month, 
or  roughly  once  a  month,  these  matters  were  brought 
up,  what  work  was  completed,  and  so  forth.  Every 
month  we  would  go  to  the  Austin  Company  and  say, 


! 


vs.  Viking  Automatic  Sprinkler  Co.  39 

"Gentlemen,  we  have  done  this,  we  have  furnished 
this  material,  and  so  forth.    Here  are  the  [15]  in- 
voices; you  check  them  with  your  receiving  clerks," 
and  so  forth,  "and  figure  out  what  we  have  done, 
and  pay  us  what  amounted  to  eighty-five  per  cent 
of  it  under  the  contract,"  as  will  be  brought  out.  So 
this  went  on  all  this  time  after  these  accidents  hap- 
pened clear  on  through  up  until  December  of  1948, 
when  they  finally  decided  that  we  should  talk  these 
things  over  and  we  negotiated  and  we  agreed  on 
settlements  for  our  materials,  we  agreed  on  every- 
thing  with   the   Austin   Company,    and   there   was 
never  a.  single  word  said  by  the  Austin  Company  to 
the  Viking  Company  about  paying  for  these  claims, 
paying  for  the  attorneys'  fees  that  were  spent  by 
the  General  Accident,  and  nothing  was  ever  said 
by  anyone  about  the  Austin  Company  even  wanting 
us  to  indemnify  them  against  their  own  negligence 
until  after  an  agreement  was  reached  and  the  con- 
tract was  all  straightened  out,  the  payments  were 
made,  everything  was  fine,  and  then  the  question 
came  up  as  to  whether  or  not  we  would  indemnify 
the  General  Accident  Assurance  Company  who  took 
a  premium  for  the  protection  of  Austin  Company's 
negligence. 

Now,  ladies  and  gentlemen,  I  am  sure  that  this 
is  a  complicated  issue.  I  hope  that  I  haven't  made 
it  more  complicated  by  my  discussion  here,  but  it 
all  boils  down  to  this:  what  did  the  parties  intend? 
The  Austin  Company,  not  the  General  Accident. 
We  know  what  they  intended,  but  that  has  nothing 
to  do  with  it.    What  did  the  Austin  Company  and 
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the  [16]  Viking  Company  intend  by  these  words, 
" protect  and  indemnify  the  buyer" — not  the  general 
contractor,  the  buyer — "against  all  claims  for  dam- 
ages, lawsuits,  etc." — and  so  forth,  etc.,  it  says  in  so 
many  words — "which  may  arise  due  to  difficulties." 
We  expect  to  prove,  ladies  and  gentlemen,  that  we 
never  had  any  intention  of  agreeing  to  go  into  the 
insurance  business  and  assuming  the  liability  of 
the  Austin  Company.  We  had  no  intention  to  take 
over  claims  resulting  from  their  own  negligence. 

Mr.  Healy:  It  strikes  me  counsel  is  arguing  the 
case  and  has  been  for  some  time.  I  didn't  want  to 
interrupt. 

The  Court:     I  think  he  is  through  now,  counsel. 

Mr.  Boyd:  In  other  words,  ladies  and  gentle- 
men, we  did  not  intend  and  we  are  certain  that  the 
Austin  Company  did  not  intend  that  this  provision 
under  a  buyer- veil  dor  agreement  printed  by  the 
American  Sales  Book  Company  of  New  York, 
Niagara  Palls  or  some  place,  was  not  intended  by 
the  Austin  Company  and  by  the  Viking  Company  to 
hold  harmless  and  protect  the  Austin  Company. 

We  will  ask  that  after  all  the  evidence  is  intro- 
duced that  you  will  decide  the  case  on  the  facts  and 
the  law  as  it  will  be  given  to  you  by  his  Honor,  and 
we  will  ask  that  you  return  a  verdict  in  favor  of 
the  defendant  Viking  Automatic  Sprinkler  Com- 
pany.   Thank  you. 

The  Court :  The  Jury  may  take  a  brief  recess  at 
this  [17]  point.  Please  bear  in  mind  that  when  you 
are  absent  from  the  Court  Room  it  is  your  duty 
not  to  talk  about  the  case  among  yourselves,  nor  are 
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you  to  let  anybody  else  talk  to  you  about  the  case, 
nor  are  you  to  form  or  express  any  opinion  in  tins 
matter  until  the  case  is  finally  submitted  to  you,  if 
it  is.  Will  you  take  the  Jury  out  for  a  brief  recess, 
please. 

(Thereupon  the  Jury  retired  from  the  Court 

Room  and  the  following  proceedings  were  had 

in  the  absence  of  the  Jury:) 

The  Court :  Gentlemen,  I  have  heard  the  opening 
statements  on  both  sides,  and  I  am  completely  in 
the  dark  as  to  what  possible  question  could  be  sub- 
mitted to  the  Jury  in  this  case.  Why  are  we  spend- 
ing money  for  a  Jury  trial  on  a  matter  that  is  ob- 
viously solely  and  wholly  a  question  of  law  as  to 
the  meaning  of  the  provisions  of  this  contract? 

Mr.  Healy:     We  did  not  demand  a  Jury. 

The  Court:  I  am  not  concerned  with  who  de- 
manded the  Jury.  We  have  got  a  Jury  summoned 
here.  I  see  no  reason  for  incurring  the  expense  in 
having  the  Jury  sit  here  on  a  question  of  law,  coun- 
sel. It  is  no  concern  to  me  who  requested  the  Jury 
or  whether  both  sides  requested  the  Jury  or  not.  The 
only  question  in  this  case  obviously,  on  the  state- 
ments that  both  of  you  have  made,  is  whether  or 
not  under  this  provision  of  the  contract  this  insur- 
ance company  is  entitled  to  recoup  the  loss  which 
they  suffered  on  the  policy  which  they  insured  the 
Austin  Company  for  liability  upon  the  part  of  the 
Austin  [18]  Company;  whether  it  can  recover  this 
amount  from  the  defendant  company  under  the  pro- 
vision of  the  contract  the  interpretation  of  which 
is  a  matter  of  law,  that  is  all. 
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Mr.  Healy:     I  thought  so. 

The  Court:  What  am  I  going  to  submit  to  the 
Jury  in  this  case?  I  can't  say  to  the  Jury,  "Is  the 
defendant  liable?"  because  that  means  that  the  Jury 
has  to  say  what  is  meant  by  that  provision  of  the 
contract. 

Mr.  Healy:  I  would  think  there  would  be  a  di- 
rected verdict. 

The  Court :  In  other  words,  there  is  nothing  that 
counsel  have  said  that  raises  any  issue  of  fact. 

Mr.  Boyd:  As  I  understand  the  matter,  if  your 
Honor  please,  the  intentions  of  the  parties  is  a  ques- 
tion for  the  Jury. 

The  Court:  The  intention  of  the  parties  doesn't 
arise  out  of  any  disputed  question.  Whatever  you 
have  said  is  something  that  couldn't  possibly  be 
disputed:  that  your  client  never  at  any  time  agreed 
that  it  would  be  liable  for  these  losses  and  took  that 
position. 

I  don't  know;  it  seems  to  me  offhand,  that  the 
plaintiff  has  a  pretty  heavy  burden  in  this  case.  I 
don't  know  what  the  theory  is  upon  which  it  is  en- 
titled to  recover.  I  understand  there  are  some 
similar  cases  cited  in  some  California  authorities 
to  me,  but  I  am  of  course  not  familiar  [19]  with 
what  they  hold.  Mr.  Healy,  with  respect  to  this 
particular  provision  of  this  contract,  it  seems  to  me 
that  it  is  wholly  a  question  of  law. 

Mr.  Boyd:  My — rather,  I  will  say  our  position 
on  the  matter,  if  your  Honor  please,  was  that  the 
question  of  intent  of  the  parties  is  a  question  of 
fact  for  the  trier  of  the  facts. 
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The  Court:  The  question  of  intent  is  a  question 
of  law.  I  think  that  what  you  are  confused  about 
is  that  it  may  be  if  there  is  any  dispute  as  to  the 
facts.  There  is  no  factual  question  to  be  resolved, 
and  the  mere  fact  that  there  may  be  a  dispute  of 
law  as  to  what  that  means  in  terms  of  intent  doesn't 
make  it  a  question  for  the  Jury.  If  you  have  a 
question  such  as  "Did  a  certain  conversation  occur 
on  a  certain  day?"  or  "Did  the  defendant  write  a 
certain  letter  ? ' '  and  there  is  a  dispute  as  to  whether 
they  wrote  the  letter  or  as  to  whether  they  had  the 
conversation,  then  I  can  submit  a  special  interroga- 
tory to  the  Jury,  "Did  the  defendant  write  this 
letter?"  "Did  this  conversation  occur  on  such  and 
such  a  day?"  But  if  there  is  no  dispute  as  to  what 
occurred,  the  question  of  intent  is  one  of  law.  What 
have  you  said  or  has  the  plaintiff  said  in  the  opening 
statement  that  presents  a  question  upon  which  the 
parties  disagree  or  any  dispute  as  to  what  occurred  % 

Mr.  Healy:     I  have  not. 

The  Court:  He  said  the  same  thing  you  have 
said.  [20] 

Mr.  Boyd:  We  haven't  gone  into  the  question 
of  accord  and  satisfaction  or  anything  of  that  nature 
up  to  the  present  time. 

The  Court:  That  also,  as  far  as  I  see  it,  if  it 
has  any  merit,  is  a  question  of  law. 

Now  the  plaintiff  has  not  disputed  or  won't  make 
any  point  that  the  parties  did  not  settle  up  all  their 
contractual  affairs  without  any  particular  mention 
of  this,  unless  I  am  in  error — without  mention  of  this 
insurance  question.    They  are  contending  that  you 
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are  liable  because  of  the  provision  of  this  contract; 
is  that  right  ? 

Mr.  Healy:     That  is  right. 

The  Court:  That  is  the  only  basis  of  their  con- 
tention. That  is  the  only  question  of  law.  I  am 
rather  curious,  Mr.  Healy,  as  to  the  legal  basis  for 
the  right  to  recovery  here. 

Mr.  Healy:  There  are  two  cases  in  Califor- 
nia  

The  Court :     Not  that  I  am  prejudging  it. 

Mr.  Healy:  There  are  two  cases  in  California 
that  are  squarely  in  point.  One  of  them  was  dis- 
cussed with  your  Honor  in  this  case  that  came  up 
here. 

The  Court :  I  knew  I  had  heard  about  this  ques- 
tion some  place. 

Mr.  Healy:  That  was  the  De  Lucci  and  Deven- 
cenzi  and  Haskins  case.  I  represented  the  people, 
but  I  had  nothing  to  do  with  that  phase  of  it.  I 
think  your  Honor  later  decided  that  following  [21] 
the  case  of  Southern  Pacific  Co.  vs.  Fellows,  22 
Cal.  App.  (2),  87,  and  another  case  in  29  Cal.  App. 
(2). 

The  Court:  That  is  Pacific  Indemnity  Company 
against  California  Electric  Company. 

Mr.  Healy :     Those  two  seem  to  be  right  in  point. 

The  Court:  Even  if  they  hold  that  you  can  re- 
cover and  be  subrogated  on  a  claim  that  arises  out 
of  your  own  negligence 

Mr.  Healy:     Yes,  that  is  right, 

The  Court:  The  question  still  remains  as  to 
whether  under  this  provision  of  the  contract,  with 
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this  provision  in  the  contract  it  gives  that  right. 

Mr.  Healy :     That  is  a  law  question. 

The  Court:  That  is  a  law  question,  it  seems  to 
me. 

Mr.  Healy:  I  think  it  is.  I  think,  your  Honor, 
if  we  prove  that,  as  I  am  certain  we  can,  I  think 
your  Honor  would  have  to  direct  the  Jury  to  render 
a  verdict  for  the  plaintiff,  I  really  think  so. 

I  can  see  a  possible  factual  issue  on  the  reason- 
ableness of  the  attorneys'  fees  that  this  company 
paid  to  the  Bronsons,  but  if  Mr.  Boyd  and  I 
couldn't  get  together  on  it  and  not  take  up  your 
Honor's  time  and  the  Jury's  time,  it  is  a  sad  state 
of  affairs. 

The  Court:  It  would  seem  to  me  the  only  ques- 
tion is  what  is  the  meaning  of  this  provision  in  that 
contract?  Is  [22]  that  provision  of  the  contract 
such  a  provision  as  would  constitute  an  undertaking 
on  the  part  of  your  company  that  would  give  rise 
to  a  liability  upon  the  theory  that  these  California 
cases  go  on.  And  that  it  seems  to  me  is  purely  a 
question  of  law.  We  would  have  the  contracts  in 
front  of  us,  and  what  the  circumstances  were  at  the 
time  that  the  contracts  were  entered  into,  what 
kind  of  a  transaction  it  was.  And  then  we  would 
have  to  say  what  is  meant  by  that  provision  of  the 
contract.  And  I  would  say  that  that  presents  a 
question  that  at  first  blush  would  be  one  that  is  very 
strongly  in  favor  of  the  defendant,  as  to  whether 
or  not  that  means  that  they  were  intending  to  in- 
demnify, to  hold  the  other  party  to  the   contract 
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harmless  from  liability  from  any  source  under  the 
contract — that  may  arise  from  any  cause  under  the 
contract,  which  I  think  was  the  case  in  these  Cali- 
fornia cases,  wouldn't  it? 

Mr.  Healy:  Yes.  The  California  cases  are  just 
directly  in  point.  They  are  decided  by  separate 
and  distinct  Courts  right  at  the  same  time. 

The  Court :  Counsel,  I  am  not  asking  either  side 
to  try  a  case  before  the  Court  in  preference  to  a 
Jury;  I  have  got  plenty  to  do.  As  a  matter  of  fact 
it  makes  no  difference  to  me  one  way  or  the  other. 
The  parties  have  a  right  to  a  Jury;  I  am  a  firm 
believer  in  the  Jury  system;  if  there  is  any  factual 
question  I  wouldn't  say  one  word  to  even  indicate 
to  any  side  in  a  case  that  they  should  try  that 
question  of  fact  before  a  [23]  Court  rather  than  be- 
fore a  Jury,  because  it  is  their  right  to  have  a  Jury 
and  I  firmly  believe  in  that;  that  it  is  better  to 
have  a  Jury  if  anybody  has  any  question  about  it 
when  there  is  a  factual  question.  But  for  the  life 
of  me  I  can't  see  what  is  involved  in  this  case  that 
I  could  submit  to  the  Jury.  This  case  could  be 
submitted  to  the  Court;  put  the  documents  in  evi- 
dence and  make  a  statement  of  the  facts,  and  the 
whole  matter  could  be  submitted  to  the  Court  in 
a  few  hours,  whereas  we  would  be  keeping  a  Jury 
here  for  two  or  three  days  to  listen  to  witnesses 
testifying  something  that  isn't  in  dispute  concern- 
ing the  circumstances,  or  what  the  contract  was,  the 
parties  involved,  what  they  did  under  the  contract. 
There  is  no  question  that  these  men  were  paid  upon 
the  theory  that  their  injuries  arose  out  of  the  negli- 
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gence  of  the  Austin  Company,  otherwise  they  would 
not  have  been  paid,  of  course.  So  it  is  an  estab- 
lished fact  that  it  was  their  negligence.  The  only 
question  is,  under  this  provision  of  the  contract 
was  there  any  liability  on  the  part  of  the  Viking 
Company  to  take  up  the  burden  of  this  insurance, 
and  to  pay  this  loss  because  of  this  provision  in  the 
contract.  What  question  of  fact  can  I  submit  to 
the  Jury  % 

Mr.  Boyd:  It  is  just  a  question — I  don't  know, 
if  your  Honor  please ;  we  may  be  prejudging 

The  Court:  I  will  keep  the  Jury  here  if  you 
want,  but  it  is  obvious  to  me  that  it  could  only  be 
in  an  advisory  [24]  capacity.  The  question  as  to 
whether  there  is  liability  under  this  provision  of  the 
contract  is  the  only  point  in  dispute. 

There  are  always  factual  questions  in  most  cases, 
but  the  question  is,  are  those  factual  matters  per- 
tinent and  material.  There  may  be  some  dispute 
as  to  what  occurred  on  a  certain  day,  for  example, 
but  you  don't  have  to  keep  the  Jury  here  unless 
that  is  vital  to  a  determination  of  the  question  of 
the  meaning  of  the  contract.  There  is  nothing  that 
you  have  said,  either  of  you,  which  would  indicate 
to  me  that  there  is  anything  like  that  involved  here. 
I  will  keep  the  Jury  if  you  want  and  it  can  act  in 
:  an  advisory  capacity  on  a  question  of  fact  if  there 
i  is  one  presented  at  any  time  that  has  any  bearing 
I  on  it,  but  I  don't  think  that  counsel  should  demand 
i  a  Jury  if  it  is  only  in  some  advisory  capacity,  be- 
cause unless  it  is  something  that  vitally  bears  on  the 
!law  question 
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Mr.  Healy :  I  am  willing,  your  Honor,  to  suggest 
this:  that  the  matter  be  submitted  to  your  Honor 
on  the  two  opening  statements  made  and  further 
agree  that  the  heart  of  the  case  is  the  construction 
of  that  clause,  and  leave  it  to  your  Honor  as  a  trier 
of  fact  and  a  trier  of  law,  if  there  is  a  mixed  ques- 
tion, should  there  be,  to  decide  it,  and  submit  it  to 
your  Honor. 

The  Court:  I  don't  ask  you  to  submit  any  ques- 
tion of  fact  to  me  where  there  is  a  Jury  present. 

Mr.  Healy:     I  am  willing [25] 

The  Court:  We  are  engaging  in  this  discussion 
because  it  has  occurred  to  me  that  at  this  point  I 
do  not  see  what  I  could  spell  out  in  the  way  of  a 
special  interrogatory,  for  example,  that  I  could  ask 
the  Jury  to  answer  in  this  case  that  would  have  any 
bearing  on  the  decision  as  to  what  that  provision  of 
the  contract  means. 

Mr.  Boyd:  I  take  it  that  your  Honor  feels  the 
question  of  intent  is  entirely  one  of  law  rather  than 
of  fact.   Am  I  correct  in  that,  sir? 

The  Court :  The  way  you  have  stated  the  case,  I 
would  say  that  is  so,  because  you  have  not  stated 
any  factual  controversy.  There  is  nothing  in  the 
way  of  factual  controversy ;  there  may  be  facts  that 
are  necessary  to  be  found  upon  which  to  base  the 
decision  as  to  the  intent  of  the  parties,  and  those 
facts  themselves  may  not  be  in  dispute.  I  don't 
know  what  you  have  in  mind.  What  you  said  to  the 
Jury,  Mr.  Boyd,  was  that  "We  are  going  to  submit 
to  you  this  question  and  we  are  going  to  show  you 
that  the  defendant  did  not  intend  bv  this  contract— 
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that  there  was  no  intention  under  the  circumstances 
to  be  bound  to  pay  any  such  loss  as  occurred  in 
this  case."  That  is  what  you  would  argue  to  the 
Jury. 

Mr.  Boyd:     Yes. 

The  Court:  You  don't  say  anything,  though,  that 
would  indicate  that  the  basis  upon  which  you  wanted 
the  decision  from  the  Jury  was  in  dispute  as  to  any 
question  of  fact.  [26] 

Mr.  Boyd:  Your  Honor,  of  course,  counsel  has 
not  challenged  what  the  facts  are.  I  mean,  he  stated 
his  case  very  generally.  I  don't  know  what  facts  he 
is  going  to  prove. 

The  Court:  You  both  have  stated  your  cases.  It 
is  just  as  clear,  it  seems  to  me,  as  the  day  follows 
the  night,  that  all  you  have  got  here  is  a  question, 
taking  into  account  the  circumstances  under  which 
the  contract  was  executed,  what  does  it  mean? 
Where  is  there  any  Jury  question  in  this  case? 
There  might  be  in  some  cases;  if  one  of  you  said 
there  was  a  conversation  between  the  parties  be- 
fore the  contract  was  executed  and  one  party  said, 
"I  said  to  John,  'This  only  covers  in  such  and  such 
kind  of  cases'  and  John  agreed  with  me  in  that" 
and  then  if  we  had  a  question  as  to  whether  or  not 
that  conversation  took  place  that  way  and  there 
was  a  dispute,  "I  said  one  thing  and  John  said  the 
other  thing";  then  you  would  have  a  dispute  which 
would  have  to  be  first  resolved  before  you  could 
i  determine  whether  or  not  that  conversation  explains 
j  an  ambiguity  in  the  contract.  But  if  you  haven't 
!  got  a  dispute  as  to  the  factual  matter,  why,  then, 
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there  is  nothing  to  do  except  to  decide  whether  the 
circumstances,  undisputed  as  they  are,  give  rise  to 
one  or  the  other  interpretation  of  the  meaning  of 
the  contract. 

What  do  you  say?  I  am  willing  to  take  a  little 
longer  on  this  thing  if  you  will  tell  me  what  par- 
ticular fact,  what  factual  matter  you  say  is  in 
dispute.  [27] 

Mr.  Boyd:  Well,  it  seems  to  me  that  the — I 
don't  think  that  the  contract  itself  can  be  held  to 
be  ambiguous,  so  it  is  a  question  of  the  intent.  I 
don't  know  what  the  plaintiff  is  going  to  say  the 
various  conversations  were  and  what  went  on,  and 
so  forth. 

Mr.  Heah7 :     I  am  not  going  to  say  anything. 

The  Court :  Apparently,  as  indicated  by  his  open- 
ing statement,  he  is  not  relying  on  anything  except 
the  provision  of  the  contract. 

Mr.  Boyd:  The  provision  of  the  contract  with- 
out any  proof,  without  any  evidence  to  explain  the 
ambiguity  or  anything  else? 

Mr.  Healy:     Right. 

Mr.  Boyd :  Then,  frankly,  if  your  Honor  please, 
I  don't  know  whether  this  procedure  is  proper  un- 
der District  Court  procedure  or  not,  but  I  would 
certainly  like  to  make  a  motion  for  a  non-suit  on 
the  opening  statement. 

The  Court:  We  have  no  such  proceeding  for 
non-suit.  You  would  have  to  make  a  motion  to  dis- 
miss. But  that  would  involve  the  same  question 
that  was  presented  to  Judge  Erskine  except  that 
the  Court  will  have  before  it  the  actual  contracts. 
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Mr.  Healy:     The  whole  contract. 

The  Court:  And  all  of  the  factual  matters  that 
are  at  the  basis  of  the  right  of  recovery.  Then  on 
your  question  of  the  motion  to  dismiss  will  arise  a 
question  as  to  whether  or  [28]  not  that  provision 
does  give  a  right  of  relief  under  these  facts  and 
circumstances  to  the  plaintiff;  and  if  you  are  right 
about  that,  then  you  win  your  case  on  a  motion  to 
dismiss. 

Mr.  Boyd :  I  certainly  feel  that,  in  view  of  coun- 
sel's statement  that  he  is  going  to  introduce  no  evi- 
dence as  to  the  intent  of  the  parties,  that  certainly 
he  has  not  added  anything  to  the  case. 

The  Court:  I  take  it  he  has  to  present  in  evi- 
dence his  contract  of  insurance.  He  has  to  present 
these  contracts  in  evidence  and  he  has  to  make  some 
showing  as  to  the  nature  of  the  damage  which  the 
insurance  company  has  suffered,  what  it  has  paid 
out.  He  has  to  satisfy  those  allegations  of  the  com- 
plaint, because  I  see  some  of  them  were  not  ad- 
mitted. So  you  would  have  to  make  a  showing  as 
to  what  took  place,  then  he  would  show  the  terms 
of  his  contract,  and  he  would  submit  his  case  on 
the  terms  of  his  contract.  Then  you  could  make 
your  motion  to  dismiss. 

Mr.  Boyd:  Certainly  if  that  is  all  he  is  going 
to  do,  it  certainly  won't  take  him  very  long  to  in- 
troduce the  evidence. 

The  Court:  Then  maybe  we  had  better  keep  the 
Jury  on,  let  the  plaintiff  put  on  his  evidence,  and 
you  make  your  motion  to  dismiss  and  we  can  argue 
it.  We  can  do  all  of  that  today  without  any  trouble. 
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Mr.  Boyd :     I  am  sure  we  can.  [29] 

The  Court:  Don't  you  think  that  would  be  a 
good  procedure,  to  put  in  whatever  evidence  you 
want  to  present  in  the  matter  to  sustain  the  allega- 
tions of  the  complaint,  plus  the  prayer,  and  then 
with  that  evidence  before  us  we  can  see  whether 
or  not  a  motion  to  dismiss  would  be  granted.  If 
it  is  denied,  unless  there  were  some  kind  of  evi- 
dence to  present  that  would  raise  a  factual  issue, 
that  would  be  sufficient  to  sustain  a  judgment  for 
the  plaintiff;  and  if  what  you  have  presented  does 
not  present  sufficient,  then  the  matter  would  be 
determined  on  the  granting  of  the  motion  for  dis- 
missal. 

Mr.  Healy:     Yes,  your  Honor. 

Mr.  Boyd :     I  think  that  would  be  the  proper  way. 

The  Court:  Much  of  this  you  can  stipulate  to, 
can't  you,  to  save  time? 

Mr.  Healy:  We  will  show  you  all  our  files.  We 
have  brought  them  over. 

May  I  offer  this  suggestion :  It  is  twenty  minutes 
to  12 ;  if  Mr.  Boyd  and  I  can  perhaps  sit  down  here 
for  twenty  minutes  a  lot  of  this  could  be  cut  away, 
and  the  Jury  be  asked  to  return  at  two  o'clock. 

The  Court:  You  feel  you  maybe  could  do  it  be- 
tween now  and  12  o'clock?  After  all,  what  you  are 
going  to  do  is  to  go  over  what  you  have  probably 
lined  up. 

Mr.  Healy:     I  think  so.  [30] 

Mr.  Boyd:  There  is  only  one  thing.  I  will  ask 
you  frankly,  is  there  any  question  that  you  paid 
entirely  on  the  basis  of  sole  negligence  insofar  as 
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the  Austin  Company  is  concerned;  in  other  words, 
you  were  indemnifying  yourself  against  your  sole 
negligence?   I  wanted  to  bring  that  out. 

The  Court:  Of  course  I  don't  think  you  need 
that,  because  the  insurance  policy  I  take  it  will  be 
offered,  will  it  not? 

Mr.  Healy:  Well,  at  least  we  would  have  refer- 
ences to  it. 

The  Court:  Then  you  will  have  to  present  the 
judgment  or  payment. 

Mr.  Healy:  We  have  got  photostatic  copies  of 
the  checks. 

The  Court:  And  there  isn't  any  question,  of 
course — you  have  said  that  to  me  a  moment  ago — 
that  the  insurance  company  wouldn't  have  paid 
unless  they  felt  that  there  was  negligence  on  the 
part  of  the  Austin  Company. 

Mr.  Healy:     Absolutely. 

The  Court:  Because  that  is  what  they  were  in- 
suring against,  so  there  can't  be  any  question  as  to 
that. 

Mr.  Boyd:  There  is  no  claim  of  negligence  on 
the  part  of  the  Viking  Company? 

Mr.  Healy:  I  think  there  was  at  one  time,  Mr. 
Boyd,  but  that  doesn't  enter  into  this. 

Mr.  Boyd:  That  will  simplify  it;  that  there  is 
no  [31]  claim  of  negligence  against  the  Viking  Com- 
pany, the  only  claim  is  against  the  Austin  Company. 
Their  payment  is  evidence  of  that. 

Mr.  Healy:  We  thought  so  at  one  time,  but  it 
doesn't  enter  into  this. 

The  Court :     The  Reporter  has  been  going  pretty 
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steadily.  I  think  maybe  we  will  take  a  recess  until 
two  o'clock.  Bring  the  Jury  back.  Then  you  can  be 
prepared  to  submit  what  you  want  before  the  Jury, 
Mr.  Healy. 

Mr.  Healy:  Yes,  we  will  try  to  make  the  ef- 
fort  

The  Court:  Get  the  papers  together  that  you 
want  to  introduce  and  have  them  all  ready. 

Mr.  Healy:     Yes,  Judge. 

The  Court:  I  think  that  Judge  Erskine's  deci- 
sion was  quite  proper.  When  you  only  have  before 
you  a  motion  you  do  not  have  the  opportunity  to 
evaluate  some  of  these  questions,  and  it  is  always 
better  to  get  more  evidenciary  light  on  a  question 
before  deciding  a  motion  to  dismiss. 

Mr.  Healy:  In  other  words  he  did  not  have  the 
full  contract;  he  only  had  one  provision.  If  your 
Honor  is  passing  on  this  matter  as  a  matter  of  law 
at  any  stage  of  the  game,  you  will  have  the  whole 
contract,  which  should  shed  light  on  its  meaning. 

The  Court:  You  have  everything  before  you 
which  you  consider  necessary  to  make  up  your 
mind.  [32] 

Mr.  Healy:     Yes,  because  Judge  Erskine 

Mr.  Boyd:  As  I  understood  it,  for  the  purpose 
of  the  motion,  it  was  stipulated  that  the  negligence 
was  entirely  the  negligence  of  the  Austin  Company, 
wasn't  it? 

Mr.  Healy:  I  don't  know  if  it  was  stipulated, 
but  I  assure  you,  Mr.  Boyd,  it  was,  or  they  wouldn't 
have  paid  it. 
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Mr.  Boyd:  As  far  as  the  motion  to  dismiss  be- 
fore Judge  Erskine 

The  Court:  You  needn't  put  the  Jury  in  the 
box,  if  you  will  just  have  them  stand  up  right  there. 

(At  this  point  the  Jury  was  brought  into  the 
Court  Room.) 

The  Court:  It  is  not  necessary  to  go  in  the  box, 
because  I  am  going  to  dismiss  you  until  two  o'clock. 
I  just  want  to  be  sure  that  the  Jurors  are  all  here. 

Members  of  the  Jury,  we  have  been  discussing 
some  legal  questions  that  I  think  will  materially 
shorten  this  case,  so  I  am  going  to  excuse  you  until 
two  o'clock.  Please  return  at  two  o'clock,  and  bear 
in  mind  the  admonition  which  the  Court  has  given 
you. 

(Whereupon  an  adjournment  was  taken  until 
two  o'clock  p.m.  this  date.)   [33] 

January  15,  1951,  at  2  P.M. 

Mr.  Healy:  We  have  accomplished  quite  a  bit, 
your  Honor,  Mr.  Boyd  and  I,  in  discussing  the  case 
and  have  agreed  on  certain  stipulations  that  will 
materially  cut  down  the  taking  of  testimony  and 
evidence. 

We  have  stipulated  that  a  document  which  I  hold 
in  my  hand  and  will  hand  to  the  Clerk  and  ask 
that  it  be  received  in  evidence,  is  the  contract  be- 
tween the  Austin  Company  and  the  Viking  Com- 
pany; that  it  is  dated  July  23,  1946,  and  it  has 
attached  to  it  certain  specifications;  they  should  all 
be  considered  as  one  instrument. 
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And  may  I  further  say,  your  Honor,  that  that  is 
a  photostatic  copy.  Of  the  first  two  sheets  we  have 
duplicate  originals,  so  they  will  ask  that  they  be 
received  at  the  same  time.  They  are  a  little  more 
legible  to  read. 

The  Court:  Very  well.  Plaintiff's  No.  1,  will 
that  be? 

The  Clerk:  Plaintiff's  Exhibit  No.  1  introduced 
and  filed  in  evidence. 

(Whereupon  contract  referred  to  above  was 
marked  Plaintiff's  Exhibit  No.  1  in  evidence.) 


PLAINTIFF'S  EXHIBIT  No.  1 

Purchase  Order  No.  4503  On  Each  Package  and  Invoice 
From  The  Austin  Company  Duplicate 

District  or  Job  Office,  Oakland  Name  of  Job,  U.A.L.  Repair  Bas 

Date  of  Order,  7-23-46  Charge  to  or  Work  Order  No.  0-38' 

Date  of  Delivery,  As  Requirei 

Name  of  Vendor,  Viking  Automatic  Sprinkler  Company 
Address  580  Market  Street,  San  Francisco  4,  California 

Deliver  or  Ship  to  The  Austin  Company,  Mills  Field,  So.  San  Francisc( 

California. 
Care  of  United  Air  Lines. 
Via  Railroad  or  Truck,  Your  delivery. 

Please  Furnish  Subject  to  Conditions  Below : 
Confirming 

Send  invoices  in  triplicate  to  The  Austin  Company,  618  Grand  Av< 
nue,  Oakland,  California,  24  hours  after  delivery. 

Furnish  all  labor,  mechanics,  tools,  equipment,  supplies  and  service 
necessary  to  perform  all  sprinkler  work  in  connection  with  the  propose 
United  Air  Lines  Building,  Mills  Field,  South  San  Francisco,  Califo: 
nia.  on  a  time  and  material  basis,  all  in  accordance  with  the  Gener; 
Conditions  for  Subcontractors  pages  A-l  to  A-6  inclusive  dated  8/6/4 
your  proposal  dated  July  17,  1946,  and  our  drawings  and  specificatioi 
which  will  be  furnished  subcontractor  by  contractor  from  time  to  tin 
during  the  course  of  the  job. 

We  require  shop  drawings  in  duplicate  from  subcontractor,  one  w 
be  approved  by  contractor  and  returned  to  subcontractor,  these  she 
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Plaintiff's  Exhibit  No.  1— (Continued) 

irawings  must  contain  the  stamp  of  approval  of  the  Board  of  Fire 
Underwriters  of  the  Pacific.  When  approved  shop  drawing  is  returned 
bo  subcontractor  by  contractor,  subcontractor  will  further  furnish  con- 
tractor four  (4)  shop  drawings  to  be  used  in  our  field  office. 

Work  is  to  be  performed  under  the  supervision  of  contractor's  field 
iuperintendent  at  jobsite. 

The  following  items  are  included  in,  and  will  serve  to  amplify  the 
lefmition  of  ' '  Cost  of  the  Work ' '  as  covered  by  Article  III  of  the  at- 
;ached  subcontract : 

1.  Cut  to  length  steel  pipe  at  Current  Crane  Company's  Random 
pipe  price  sheets.  Subcontractor  to  absorb  all  scrap. 

2.  Fittings,  valves  and  miscellaneous  items  at  Current  Crane  Com- 
pany Discount  Sheet  less  pink  sheet  discounts. 

3.  Labor  and  engineering  at  subcontractor's  prevailing  wage  rates. 

4.  Materials  not  covered  in  foregoing  schedule  at  Current  Whole- 
sale prices. 

5.  Insurance,  social  security,  taxes,  freight,  cartage,  transportation 
and  incidental  expenses  at  cost. 

6.  Sprinkler  Devices  at  list,  less  fifty  per  cent  (50% ) . 

7.  No  additional  charge  will  be  made  for  the  use  of  subcontractors 
small  tools.  All  scaffolding  and  heavy  equipment  shall  be  fur- 
nished by  Contractor. 

Only  Union  Labor  and  mechanics  are  to  be  used  on  this  operation. 

Price  and  Terms :  The  Subcontract  agreement  shall  consist  of  this 
i»urchase  order,  the  attached  subcontract  form,  the  General  Conditions 
or  Subcontractors,  Pages  A-l  to  A-6  inclusive,  dated  8/6/45,  and  the 
rawings  and  specifications,  the  terms  and  conditions  of  all  of  which 
re  bound  one  within  the  other  and  all  of  whicli  together  constitute  the 
amplete  agreement  existing  between  The  Austin  Company  (herein 
ef erred  to  as  Contractor)  and  Viking  Automatic  Sprinkler  Company 
herein  referred  to  as  Subcontractor) . 

Accepted:  VIKING  AUTOMATIC  SPRINKLER  CO., 
By:  /s/  R.  W.  DIGGLE. 

[Cancellation  Clause:  Illegible  on  original.] 
Article  5  below  does  not  apply. 

The  following  Conditions  form  a  part  of  this  Order : 

Shipping  Notice — shall  be  mailed  as  soon  as  Material  has  been  for- 
warded, giving  Order  Number,  Car  Number  and  Initials,  also 
condensed  description  of  Material,  otherwise  vendor  is  liable  to 
demurrage. 

Invoice  in  Triplicate. 

Car  Loads — shall  be  loaded  to  minimum  capacity — if  not,  the  vendor 
agrees  to  pay  the  excess  freight. 

Cartage  or  Packages — no  charge  will  be  allowed  for  either. 
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5.  Terms — Bills  shall  be  payable  on  the  15th  of  the  month  following 

shipment  (if  material  has  been  received)  and  2%  deducted. 

6.  Patents — Vendor  agrees  to  hold  and  save  purchaser  harmless  from 

and  against  all  and  every  demand  or  demands  of  any  nature  or 
kind  by  reason  of  the  use  of  any  patented  invention,  article  or 
appliance,  that  has  been  or  may  be  adopted  or  used  in  the  con- 
struction of  any  of  the  material  or  articles  called  for  on  this  Pur- 
chase Order. 

7.  Insurance — It  is  understood  and  agreed  that  vendor  is  fully  covered 

with  Public  Liability,  Workmen's  Compensation  and  Property 
damage  insurance  and  agrees  to  protect  and  indemnify  the  Buyer 
against  all  claims  for  damages,  lawsuits,  etc.,  which  may  arise  due 
to  difficulties  encountered  while  vendor  is  servicing  this  operation. 

THE  AUSTIN  COMPANY, 
/s/  J.  F.  VIGNONE, 

Purchasing  Agent. 
CC:  Owner  MLB  :BJM 

The  Austin  Company 

Engineers  and  Builders 

Cost  Plus  a  Fee  Subcontract 

This  Subcontract  entered  into  this  23rd  day  of  July,  1946,  by 
and  between  The  Austin  Company,  an  Ohio  Corporation  of  Cleve- 
land, Ohio  (hereinafter  called  "Contractor"),  and  Viking  Auto- 
matic Sprinkler  Company  (hereinafter  called  "Subcontractor"), 
for  certain  work  to  be  performed  by  Subcontractor  in  connection 
with  construction  work  being,  or  to  be  performed  by  the  Con- 
tractor for  United  Air  Lines  (hereinafter  called  "Owner"),  at 
Mills  Field,  South  San  Francisco,  California. 

Now  Therefore,  it  is  hereby  agreed  by  and  between  the  parties 
hereto  as  follows : 

Article  I.     Statement  of  Work 

A.  Subcontractor  shall  provide  all  the  necessary  materials  and 
perform  all  of  the  following  work,  to  be  installed  on  the  premises 
of  Owner :  for  a  complete  automatic  sprinkler  system  and  fire  pro- 
tection system  as  required  in  accordance  with  "General  Condi- 
tions For  Subcontractors,"  pages  A-l  to  A-6  inclusive,  dated 
8-6-45;  the  specifications  (sprinkler  system)  as  called  for  in  P.O. 
attached  and  drawings  as  called  for  in  P.O.  attached,  which  Gen- 
eral Conditions,  Specifications  and  Drawings  are  made  a  part  of 
this  Subcontract, 

B.  The  total  estimated  cost  of  the  work  provided  hereunder 
is  to  be  determined  later  and  is  exclusive  of  Subcontractor's  fee, 
and  it  is  estimated  that  the  work  herein  contracted  for  will  be 
substantially  completed  on  or  before  as  required  to  maintain  a 
rate  of  speed  satisfactory  to  our  Job  Superintendent  from  date 
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hereon.  It  is  expressly  understood  that  neither  Contractor,  Sub- 
contractor, nor  Owner  guarantees  the  correctness  of  either  of  these 
estimates. 

Article  II.  Compensation 
In  addition  to  payment  for  the  cost  of  the  work,  as  denned  in 
Article  III,  Subcontractor  shall  receive  a  fee  of  Ten  Per  Cent 
(10%)  for  overhead  and  Eight  Per  Cent  (8%)  for  profit  based  on 
the  sum  of  the  cost  of  the  work  plus  overhead,  which  shall  consti- 
tute complete  compensation  for  the  services  of  Subcontractor,  in- 
cluding profit  and  all  overhead  expense. 

Article  III.     Cost  of  Work 
A.    Contractor  shall  pay  to  Subcontractor  the  actual  cost  of 
the  work  as  follows : 

1.  The  actual  cost  of  all  materials  and  supplies,  including 
transportation  thereof,  labor,  services,  power  and  fuel  necessary 
for  either  temporary  or  permanent  use  for  the  benefit  of  the  work. 

2.  Rental  charges  for  machinery  or  equipment,  whether 
owned  by  Subcontractor  or  rented  from  others,  in  sound  and  work- 
able condition,  exceeding  $300.00  in  value,  as  may  be  necessary  for 
the  proper  and  economical  prosecution  of  the  work.  The  rate  and 
use  of  such  equipment  shall  be  approved  by  Contractor  before 
commitments  are  made  and  shall  in  no  event  be  higher  than  the 
rate  permitted  by  any  applicable  governmental  regulation,  or  the 
prevailing  rates  paid  in  the  locality  for  similar  equipment. 

3.  Loading  and  unloading  at  a  site  of  the  work  of  machinery 
and  equipment  owned  or  rented  by  Subcontractor  and  the  cost 
of  such  minor  repairs  thereto  as  shall  be  less  than  2%  of  the  orig- 
inal <fost  of  the  equipment  repaired;  and  the  transportation 
thereof  to  the  site  of  said  work  and  return  transportation  to  the 
point  of  original  shipment,  or  equivalent  mileage. 

4.  [Cancelled.] 

5.  Travel  expenses  of  Subcontractor's  supervisors  reasonably 
and  necessarily  incurred  to  and  from  the  work. 

6.  Salaries,  for  the  time  devoted  to  the  work,  of  Subcontrac- 
tor's superintendents,  timekeepers,  foremen,  supervisors  and 
other  field  employees.  Salary  schedule  for  such  employees  shall  be 
submitted  to  Contractor  for  approval  prior  to  assignment. 

7.  Premiums  on  bonds  and  insurance  specifically  authorized 
by  Contractor,  and  fees  for  permits  and  licenses  required  by  state 
and  local  laws. 

8.  Payments  from  his  own  funds  made  by  Subcontractor  un- 
der the  Social  Security'  Act,  and  taxes  imposed  by  state  and  local 
authorities  on  Subcontractor's  payrolls,  and  all  other  taxes  paid 
on  account  of  this  Subcontract. 

9.  [Cancelled.] 

10.  Buildings,  fixtures,  equipment  and  maintenance  and  op- 
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eration  thereof,  required  for  any  necessary  field  office  and  other 
facilities  at  the  site  of  the  work,  if  authorized  by  Contractor. 

11.  Sales  and/or  use  taxes  applicable  to  materials  purchased 
by  Subcontractor  on  account  of  this  Subcontract. 

12.  Such  other  items  of  direct  cost  as  may  be  reasonably  and 
necessarily  incurred  in  the  performance  of  the  work  hereunder. 

B.  The  cost  of  the  work  shall  not  include  any  part  of  the 
salaries  of  Subcontractor's  officers;  general  overhead  expense  in- 
curred in  conducting  Subcontractor's  main  office  or  any  regularly 
established  branch  office;  interest  on  capital  employed  or  on  bor- 
rowed money;  and  federal  and  state  taxes  on  income  of  Subcon- 
tractor. 

C.  Subcontractor  shall  obtain  the  most  favorable  discount 
privileges  available  in  purchasing  materials  and  supplies  under 
this  Subcontract,  and  shall  pay  bills  and  accounts  rendered  for 
such  materials  and  supplies  within  the  discount  period  allowed. 

Article  IV.     Payments 

A.  Subcontractor  shall  furnish  Contractor,  on  or  about  the 
tenth  day  of  each  month  during  the  progress  of  the  work,  with  an 
itemized  statement  of  the  actual  cost,  as  above  defined,  incurred 
during  the  preceding  month  in  connection  with  the  work  covered 
by  this  Contract,  which  shall  be  accompanied  by  original  invoices 
and  payrolls,  and  such  additional  copies  as  may  be  required. 
Within  ten  days  after  receipt  of  each  such  monthly  statement, 
Contractor  shall  pay  Subcontractor  for  all  items  of  cost  actually 
incurred  as  shown  thereby.  If  Subcontractor's  fee  hereunder  is 
on  a  cost  plus  a  percentage  of  cost  basis,  Subcontractor  shall  also 
be  paid  on  each  monthly  statement  85%  of  the  amount  of  its  fee 
applicable  to  the  actual  cost  incurred  during  the  preceding  month. 
If  Subcontractor's  fee  hereunder  is  a  fixed  fee,  Subcontractor 
shall  be  paid  on  each  monthly  statement  85%  of  that  proportion  of 
its  entire  fee  which  the  actual  cost  incurred  during  the  preceding 
month  bears  to  the  estimated  cost  of  all  the  work  covered  by  this 
Subcontract. 

B.  Upon  completion  of  the  work  and  its  final  acceptance  in 
writing  by  Contractor,  Contractor  shall  pay  Subcontractor  the 
unpaid  balance  of  the  cost  of  the  work  due  it  and  the  balance  of 
its  fee,  less  any  sum  that  may  be  necessary  to  settle  any  claims 
which  Contractor  may  have  against  Subcontractor.  Contractor 
shall  accept  the  completed  work  with  reasonable  promptness.  Prior 
to  final  payment,  and  as  a  condition  thereto.  Subcontractor  shall 
furnish  Contractor  with  a  verified  certificate  that  all  bills  and 
claims  have  been  satisfied,  except  as  stated  therein,  and  a  release 
of  all  claims  against  Owner  and  Contractor  arising  under  and  by 
virtue  of  this  Contract. 

C.  1.  Subcontractor,  for  itself  and  all  persons,  partnerships 
or  corporations  performing  labor,  doin?  work  or  furnishing  ma 
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terials,  in  and  about  the  erection  and  construction  of  said  work, 
hereby  expressly  waives  any  and  all  liens  of  every  kind  or  nature 
to  which  it  and/or  they  are  or  may  be  entitled  under  any  act, 
statute  or  otherwise. 

2.  Subcontractor  will  disclose  this  provision  of  this  Subcon- 
tract to  all  said  persons,  partnerships  or  corporations  before  any 
such  labor  or  work  is  performed  or  material  furnished  and  before 
any  agreement  with  reference  thereto  is  made  by  the  Subcon- 
tractor. 

Article  V.     Records  and  Audit 

A.  Subcontractor  agrees  to  keep  records  and  books  of  account 
showing  the  actual  cost  to  him  of  all  items  of  labor,  materials, 
equipment  and  supplies,  services  and  other  expenditures  of  what- 
ever nature  for  which  payment  to  him  is  authorized  under  the 
provisions  of  this  Subcontract. 

B.  Owner  and  Contractor  shall,  at  all  times,  be  afforded 
proper  facilities  for  inspection  of  the  work  and  shall,  at  all  times, 
have  access  to  the  premises,  work  and  materials,  and  to  all  books, 
records,  correspondence,  instructions,  receipts,  facilities  and  mem- 
oranda of  every  description. 

C.  All  Subcontractor's  employees  shall  conform  to  rules  and 
regulations  of  Owner  and  Contractor  on  the  premises. 

D.  Subcontractor  shall  conform  to  requirements  of  Owner 
and  Contractor  for  records  of  employment,  payrolls,  cost  distribu- 
tion, purchasing,  receiving  of  materials  and  other  procedures. 

Article  VI.     Purchase  of  Materials 

A.  Subcontractor  shall  procure  Contractor's  written  ap- 
proval before  subletting  any  portion  of  the  work  or  entering  into 
a  contract  for  the  purchase  of  materials  for  a  sum  exceeding  five 
hundred  ($500.00)  dollars.  Subcontractor  shall  issue  purchase 
orders  clearly  stating  prices,  terms,  F.O.B.  point  of  shipment  and 

|  other  data  as  required. 

B.  Subcontractor  shall  obtain  at  least  three  (3)  quotations 
from  reputable  dealers  in  such  materials,  unless  otherwise  directed 
by  Contractor. 

C.  Subcontractor  shall  provide  evidence  of  the  receipt  of  all 
.  materials  used  in  connection  with  the  work. 

Article  VII.  Title  to  Work  and  Materials 
As  between  Owner,  Contractor  and  Subcontractor  the  title  to 
all  work  completed  or  in  the  course  of  construction  at  the  site. 
and  the  title  to  all  machinery,  equipment,  materials  and  supplies, 
wherever  located,  and  the  purchase  price  of  which  is  chargeable 
to  the  cost  of  the  work,  shall  be  in  the  Owner. 

Article  VIII.     Workmanship 
i       Subcontractor  shall  do  the  work  in  accordance  with  the  draw- 
ings and  specifications  and  in  the  best  and  most  workmanlike  man- 
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ner,  by  qualified,  careful,  and  efficient  workers,  in  strict  conform- 
ity with  the  best  standard  practices. 

Article  IX.     Guarantee 
Subcontractor  shall  repair  and  make  good  any  damages  or    i 
fault  in  said  work  and  material  that  may  appear  within  one  (1) 
year  after  its  completion,  as  the  result  of  imperfect  work  done  or 
materials  furnished  by  Subcontractor,  when  certified  to  by  Con- 
tractor as  being  due  to  one  or  both  of  these  causes. 

Article  X.  Alterations  and  Changes 
Contractor  may,  by  written  order,  issue  additional  instruc- 
tions, require  additional  work  or  services  or  direct  the  omission  of 
work  or  services  covered  by  this  Subcontract.  An  equitable  ad- 
justment of  fee  due  Subcontractor  will  be  made  in  accordance 
with  the  terms  of  this  Subcontract. 

Article  XI.     Assignment 
No  assignment  of  this  Subcontract  shall  be  made  without  the 
written  consent  of  the  Contractor. 

Article  XII.     Insurance 

Subcontractor  shall,  during  the  progress  of  the  work  maintain : 
(a)  Workmen's  Compensation  Insurance  for  all  of  its  employees 
employed  at  the  site  of  the  work,  or  if  such  insurance  is  not  re- 
quired by  the  laws  of  the  state  wherein  the  work  is  to  be  per- 
formed, Employer 's  Liability  Insurance ;  (b)  Contractor's  Public 
Liability  Insurance;  and  (c)  Automobile  Liability  Insurance. 

The  limits  of  liability  provided  in  Subcontractor 's  Public  Lia- 
bility Insurance  Policy  shall  be  $100,000.00  for  injuries,  includ- 
ing accidental  death,  to  any  one  person,  and  subject  to  the  same 
limit  for  each  person,  $200,000.00  for  any  one  accident  involving 
two  or  more  persons.  Such  policy  shall  also  provide  for  property 
damage  liability  of  $10,000.00  for  any  one  accident  and  subject 
to  the  same  limit  total  aggregate  liability  of  $50,000.00.  The  limits 
provided  in  Subcontractor's  Automobile  Liability  Insurance  pol- 
icy shall  be  $100,000.00  for  injuries  including  accidental  death, 
to  any  one  person,  or  subject  to  the  same  limit  for  each  person. 
$200,000.00  for  any  one  accident  involving  two  or  more  persons. 
Such  policy  shall  also  provide  a  property  damage  limit  of  $10,- 
000.00,  covering  all  owned  and  rented  equipment  which  is  used 
in  or  on  the  work. 

Should  any  part  of  this  Contract  be  sublet,  Subcontractor 
shall,  in  addition  to  the  foregoing  types  of  insurance,  maintain 
Contractor's  Protective  Liability  Insurance  in  the  amount  of 
$100,000.00  for  injuries,  including  accidental  death,  to  any  one 
person,  and  subject  to  the  same  limit  for  each  person,  $200,000.00 
for  any  one  accident  involving  two  or  more  persons,  except  that 
Contractor's  Protective  Liability  Insurance  need  not  be  main- 
tained to  the  extent  that  its  Subcontractor  maintains  Workmen's 
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Compensation,  Employer's  Liability  Insurance  and  Contractor's 
Public  Liability  Insurance,  and  Automobile  Liability  Insurance, 
as  above  set  forth,  and  provided  Contractor  is  named  as  an  addi- 
tional insured  in  such  policies  of  insurance.  Certificates  of  all 
such  insurance  shall  be  furnished  to  Contractor. 

Article  XIII.  Failure  to  Perform 
If  Subcontractor  becomes  insolvent,  or  if  a  petition  in  bank- 
ruptcy be  filed  by  or  against  it,  or  if  it  should  make  a  general 
assignment  for  the  benefit  of  creditors,  or  if  a  receiver  should  be 
asked  or  appointed  for  it,  or  if  it  should  refuse  or  fail,  except  in 
cases  for  which  extension  of  time  is  provided,  to  supply  enough 
properly  skilled  workmen  or  proper  materials,  or  if  it  should  fail 
to  make  prompt  payment  to  its  Subcontractors  or  for  material  or 
labor  (except  where  the  liens  of  all  such  parties  have  been 
effectively  waived)  or  disregard  laws,  regulations,  ordinances,  or 
the  instructions  of  the  Contractor,  or  otherwise  be  guilty  of  a 
substantial  violation  of  any  provision  of  this  Subcontract,  or 
should  Subcontractor  at  any  time  refuse  to  start  said  work 
promptly,  or  fail  in  any  respect  to  prosecute  the  work  with 
promptness  and  diligence,  or  if  Subcontractor  fail  in  the  perform- 
ance of  any  of  the  agreements  herein  contained,  Contractor  may, 
after  twenty-four  hours '  written  notice  to  Subcontractor,  provide 
any  such  labor  or  materials,  and  deduct  the  cost  thereof  from  any 
money  then  due  or  thereafter  to  become  due  to  Subcontractor 
under  this  Subcontract ;  and  at  its  option  may  terminate  the  em- 
ployment of  Subcontractor  for  the  said  work  and  terminate  this 
Subcontract  and  may  enter  upon  the  premises  and  take  possession 
for  the  purpose  of  completing  the  work  comprehended  under  this 
Subcontract,  of  all  materials,  tools  and  appliances  thereon,  and 
employ  any  other  person  or  persons  to  finish  the  work,  and  pro- 
vide the  materials  therefor;  and  in  any  such  case  of  snch  ter- 
mination of  Subcontract  or  discontinuance  of  the  employment, 
Subcontractor  shall  not  be  entitled  to  receive  any  furl Ihm-  payment 
.under  this  Subcontract  until  the  said  work  shall  be  wholly  finished, 
;at  which  time,  if  the  unpaid  balance  of  the  amount  to  be  paid 
under  this  Subcontract  shall  exceed  the  expenses  incurred  by 
'Contractor  in  finishing  the  work  and  all  other  charge,  expense 
or  damage,  such  excess  shall  be  paid  by  Contractor  to  Subcon- 
tractor; but  if  such  expense  and  damage  shall  exceed  such  unpaid 
balance,  Subcontractor  shall  pay  the  difference  to  Contractor. 

Article  XIV.  Arbitration 
A.  In  the  event  of  any  disagreement  arising  under  this  Sub- 
Contract  between  the  parties  hereto,  it  shall,  upon  written  notice 
jof  either  to  the  other  party,  be  submitted  to  three  arbitrators  for 
decision.  Each  party  shall  choose  one  arbitrator  within  ten  (10) 
days  after  receipt  of  such  notice,  the  third  to  be  chosen  by  the 
itwo  thus  selected.    The  decision  of  all  or  a  majority  of  said  ar- 
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bitrators  shall  be  final  and  binding  upon  both  parties  to  this  Sub- 
contract. Such  arbitrators'  decision  shall  be  delivered  to  each 
party  in  writing  on  or  before  ten  (10)  days  after  the  submission 
of  such  questions  to  them  for  their  decision.  Each  party  shall  pay 
the  cost  and  expense  of  the  arbitrator  it  selects,  but  the  cost  and 
expense  of  the  third  arbitrator  and  the  remainder  of  the  expense 
of  the  arbitration  shall  be  borne  equally  by  the  parties  to  this 
Subcontract. 

The  foregoing  agreement  is  binding  upon  the  undersigned, 
their  successors,  executors,  administrators  and  assigns. 

In  Witness  Whereof,  the  Parties  have  executed  this  agreement 
in  duplicate  as  of  the  day  and  year  first  above  written. 

VIKING  AUTOMATIC  SPRINKLER  CO. 
By  R.  W.  DIGGLE, 

Subcontractor. 

THE  AUSTIN  COMPANY 

By  J.  F.  VIGNONE, 

Contractor. 

Section  "A" 

General  Conditions  for  Subcontractors 

The  Austin  Company  Engineers  and  Builders 

General  Requirements 

Definition  of  Terms 

The  term  "Contractor"  as  used  herein  designates 
and  refers  to  The  Austin  Company. 

The  term  "Best"  as  applied  to  materials  or  work- 
manship means  that,  in  the  Contractor's  opinion, 
there  is  no  superior  quality  of  material  or  finished 
article  on  the  market  and  that  there  is  no  better 
class  of  workmanship  obtainable.  The  terms  "ap- 
proved," "approved  equal,"  etc.,  as  applied  to  mate- 
rials and  workmanship  mean  specific  approval  by 
the  Contractor  in  each  particular  case. 

The  subcontract  documents  consist  of  the  Con- 


vs.  Viking  Automatic  Sprinkler  Go.  65 

Plaintiff's  Exhibit  No.  1— (Continued) 
tractor's  standard  form  of  subcontract  agreement, 
the  drawings  and  specifications  together  with  all 
modifications  thereof  incorporated  therein  prior  to 
the  signing.  Together  they  form  the  subcontract 
and  are  complementary  and  what  is  called  for  by 
any  one  shall  be  as  binding  as  if  called  for  by  all. 

Where  the  initials  "A.S.T.M."  are  used,  the  same 
shall  signify  "The  American  Society  for  Testing 
Materials." 

Conditions  Affecting  the  Work 

The   subcontractor   shall   thoroughly   familiarize 
himself  with  the  building  site  conditions  and  with 
the  request  for  quotations,  instructions  to  bidders, 
I  bulletins  issued  prior  to  the  date  for  receiving  pro- 
posals, form  of  proposals,  drawings  and  specifica- 
i  tions  and  shall  ascertain  shipping  and  delivery  facil- 
!  ities  and  all  matters  and  conditions  which  will  affect 
the  operation  and  completion  of  his  work. 

Examination  of  Surfaces 

The  Subcontractor  shall  examine  and  try  all  sur- 
faces on  which  or  against  which  his  work  is  to  be 
applied  and  shall  notify  the  Contractor  in  writing 
i  of  all  that  are  not  suitable  to  receive  his  work — 
!  otherwise  the  Subcontractor  shall  replace  in  a 
!  proper  manner  and  at  his  own  expense,  any  of  his 
I  work  which  may  have  to  be  removed  to  correct  such 
\  defects  or  that  is  damaged  thereby. 

Use  of  Premises 

Materials,  equipment,  etc.,  may  be  stored  on  the 
premises,  but  the  placing  and  handling  of  same  shall 
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be  subjejct  to  the  approval  and  direction  of  the  Con- 
tractor. 

Owner's  Occupancy  During  Work 

The  Owner  may  occupy  the  adjoining  buildings 
during  the  progress  and  execution  of  the  work,  but 
where  necessary,  in  order  to  permit  the  work  to  be 
properly  done,  such  portion  will  be  vacated  as  may 
be  required,  and  the  equipment,  stock,  etc.,  that  seri- 
ously interferes  with  the  work  will  be  removed  by 
the  Owner,  so  far  as  may  be  reasonable. 

The  Subcontractor,  however,  shall  do  his  work  in 
such  a  way  as  to  make  as  little  annoyance  as  pos- 
sible, and  so  as  not  to  interfere  with  the  occupied 
areas  of  the  building  or  its  occupants,  or  with  the 
continuous  operation  of  the  Owner's  business. 

Protections 

The  Subcontractor  shall  provide  and  maintain 
proper  and  sufficient  protection  of  all  his  work  and 
equipment  from  damage  or  from  loss  by  theft ;  shall 
protect  the  Owner's  and  adjoining  properties  from 
any  and  all  injuries  arising  in  connection  with  the 
performance  of  his  work ;  and  shall  make  good  any 
such  damage  or  injury  so  occurring  and  without  any 
expense  whatsoever  to  the  Contractor  or  the  Owner. 

Fire  Insurance 

The  Subcontractor  shall  carry  fire  insurance  on 
his  material  and  equipment  sufficient  to  protect  his 
interests  and  the  interests  of  the  Contractor  and  the 
Owner  as  their  respective  interests  shall  appear. 
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Workmen's  Compensation  and  Public  Liability 

The  Subcontractor  shall  comply  with  laws  relat- 
ing to  Workmen's  Compensation  and  Public  Liabil- 
ity; shall  cause  his  Subcontractors,  if  any,  also  to 
comply  therewith;  shall  exhibit  to  the  Contractor's 
satisfaction,  certificates  and  evidence  of  such  com- 
pliance before  the  work  is  begun ;  and  shall  continue 
so  to  comply  therewith  during  the  performance  of 
this  work. 

Liens 

The  Subcontractor,  for  himself  and  all  persons, 
partnerships,  and  corporations  performing  labor, 
doing  work  or  furnishing  materials  in  and  about  the 
erection  and  construction  of  his  work,  shall  and  does 
hereby  waive  any  and  all  liens  of  every  kind  and 
nature  to  which  he  and/or  they  may  be  entitled  un- 
der any  Act,  Statute  or  otherwise. 

Co-operation  of  Subcontractor 

The  Subcontractor  shall  co-operate  with  the  Con- 
tractor and  with  all  other  Subcontractors  employed 
on  the  work  in  order  to  avoid  complications  and 
insure  first-class  workmanship  in  every  respect,  and, 
in  the  manufacturing,  assembling  and  erection  of 
his  work. 

Cutting  and  Patching 

The  Subcontractor  shall  consult  with  the  Contrac- 
tor and  the  other  Subcontractors,  shall  leave  all 
chases,  holes  or  openings  in  his  own  work  as  may  be 
necessary  for  the  proper  installation  of  their  work 
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and  shall  carefully  fit  around,  repair,  patch  and 
otherwise  make  his  work  good  after  their  work  has 
been  installed. 

In  case  the  Subcontractor  fails  to  provide  these 
chases,  holes  or  openings  in  his  work,  he  shall  cut 
them  afterwards  and  at  his  own  expense. 

Removal  of  Existing  "Work 

All  items  of  work  or  materials  which  are  existing 
and  indicated  or  specified  to  be  removed  or  neces- 
sary to  be  removed  for  the  proper  installation  of 
new  work  and  which  corresponds  to  the  items  of 
new  work  installed  by  the  Subcontractor  shall  be 
taken  down  by  him,  and  shall,  unless  re-used,  be- 
come the  property  of  the  Owner,  except  where  the 
detailed  specifications  direct  otherwise. 

Repairing  and  Replacing  Existing  W7ork 

The  Subcontractor  shall  repair  and  replace  all 
items  of  existing  work  necessary  to  be  removed  on 
account  of  work  of  alterations  and  which  corre- 
spond to  the  items  of  new  work  installed  by  him  and 
shall  leave  all  rooms  and  areas  in  which  work  of 
removals  and  alterations  is  done  in  a  complete  and 
refinished  condition  as  far  as  his  work  is  concerned. 

Repairing  Damaged  Work 

The  Subcontractor  shall  at  his  own  expense  repair 
or  replace  all  items  of  work  damaged  by  him  which 
may  be  due  to  his  poor  or  careless  workmanship. 

Changes  in  Work 

At  any  time  before  completion  of  the  work,  the 
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Contractor  may  order  additions,  omissions  or  altera- 
tions to  or  in  the  work,  but  no  such  changes  shall 
be  made  except  by  written  order  signed  by  a  duly 
authorized  representative  of  the  Contractor  in  which 
the  amount  to  be  added  to  or  deducted  from  the 
Subcontract  price  (together  with  additional  time,  if 
any,  for  the  performance  thereof)  shall  be  stated. 

Permits  and  Codes 

The  Subcontractor  shall  obtain  and  pay  for  all 
permits,  give  all  legal  notices,  pay  all  fees  required 
in  connection  with  his  work  and  shall  comply  with 
the  Federal,  State  and  Local  Codes  insofar  as  they 
apply  to  his  work,  and  it  is  hereby  agreed  that  those 
Codes  are  as  fully  a  part  of  these  Specifications  as 
if  herein  repeated  or  hereto  attached. 

Subcontractor  shall  notify  Contractor  of  any  dis- 
crepancies between  drawings  and  specifications,  and 
code  requirements,  prior  to  submitting  his  bid,  and 
unless  otherwise  instructed  shall  be  fully  responsible 
for  obtaining  approval  from  the  proper  authorities 
for  completing  the  installation  as  shown  or  called 
:for. 

Contracts 

Contracts  awarded  to  Subcontractors  for  furnish- 
:ing  labor,  materials  and/or  equipment  covered  by 
these  Specifications  shall  be  in  accordance  with  the 
terms  and  conditions  of  Contractor's  standard 
printed  subcontract,  a  copy  of  which  may  be  seen  at 
the  office  of  the  Contractor. 
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Trade  Practices 

Workmanship  shall  be  of  the  highest  quality 
throughout,  in  accordance  with  the  best  standard 
practices  of  the  trade  involved,  and  shall  be  subject 
to  the  approval  of  the  Contractor's  representative. 

Only  union  workmen,  skilled  in  the  tasks  assigned 
them,  shall  be  employed. 

Inspection 

All  work  performed  under  Subcontract  shall  be 
subject  to  the  inspection  of  the  Contractor's  repre- 
sentative, whose  decisions  shall  be  binding  upon  all 
parties. 

Guarantee 

All  materials  and  workmanship  furnished  and  in- 
stalled by  the  Subcontractor  shall  be  guaranteed  for 
a  period,  from  the  date  of  acceptance  of  the  work, 
as  specified  in  that  section  of  the  work  involved 
under  these  specifications,  and  as  provided  in  the 
Subcontract. 

Exceptions  or  Substitutions 

Any  exceptions  as  to  materials  and/or  methods  as 
included  in  these  specifications  or  as  shown  on  the 
drawings  shall  be  made  at  the  time  the  Subcontrac- 
tor's bid  is  submitted;  otherwise  the  Subcontractor 
shall  assume  full  responsibility  for  the  furnishing 
of  the  materials  and/or  the  performance  of  the 
work  as  specified,  and  shall  at  his  own  (Subcontrac- 
tor's) expense,  pay  for  any  additional  costs  incurred 
by  substitutions  made  necessary  by  reason  of  the 
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Subcontractor's  inability  to  obtain  specified  mate- 
rials. 

Rules  and  Regulations 

All  work,  performed  under  the  subcontract,  shall 
conform  to  all  applicable  laws,  ordinances  and  regu- 
lations of  all  governmental  bodies  having  jurisdic- 
tion. 

Cleaning  Up 

From  time  to  time  or  as  directed  by  the  Contrac- 
tor's representative  and  at  the  completion  of  the 
work,  the  Subcontractor  shall  remove  from  the 
premises  all  refuse,  debris,  surplus  material,  tools, 
scaffolding,  etc.,  for  which  he  is  responsible  and 
shall  leave  premises  in  a  clean,  orderly  and  accept- 
able condition. 

Temporary  Heat 

If  temporary  heat  is  required  for  the  work  before 
the  permanent  heating  apparatus  is  available  for 
use,  the  Subcontractor  shall  provide  approved  sala- 
manders or  stoves  with  smoke  pipes  to  outside  of 
building  or  other  approved  heating  apparatus,  shall 
,  provide  adequate  and  proper  fuel  and  maintain  fires 
;  as  required  for  protecting  or  drying  out  his  work. 

Temporary  heating  apparatus  shall  be  installed 
and  operated  in  such  a  manner  that  the  finished 
work  will  not  be  damaged. 

Temporary  Light  and  Power 

The  Contractor  will  provide  electric  outlets  lo- 
cated not  over  100  feet  apart  on  each  floor  and  the 
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Subcontractor    shall    provide    necessary    extension 
cords  and  light  bulbs  required  for  light  and  power 
in  connection  with  his  work. 

Temporary  Water 

The  Contractor  will  provide  without  cost  to  the 
Subcontractor,  all  water  used  in  connection  with  the 
Subcontractor's  work,  and  will  provide  hose  con- 
nection at  available  places.  The  Subcontractor  shall 
provide  means  of  conveying  water  from  this  point 
to  the  point  required. 

Admitted  January  15,  1951. 


Mr.  Healy:  We  have  further  agreed,  Your 
Honor,  that  while  this  work  was  in  progress  at  Mills 
Field,  two  employees  of  the  Viking  Company  were 
injured  and  filed  suits  in  the  [34]  Superior  Court  of 
the  State  of  California  in  and  for  the  County  of  San 
Mateo;  and  that  these  injuries  that  these  men  re- 
ceived resulted  solely  from  the  negligence  of  the 
Austin  Company;  that  these  men's  names  were 
Estrada  and  Taylor;  and  in  the  month  of  August, 
Mr.  Estrada  obtained  a  judgment  of  that  Court, 
and  in  the  month  of  October — excuse  me  a  mo- 
ment ;  in  the  month  of  August,  1948,  he  obtained  a 
judgment  in  that  Court  of  $15,000,  that  was  re- 
duced to  $12,500  on  a  motion  for  new  trial,  and 
which  was  paid;  and  in  the  month  of  April 

The  Court :     That  was  paid  by  whom  ? 
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Mr.  Healy:     I  was  going  to  come  to  that  in  just 
a  moment.    I  will  read  this  in. 
The  Court :     Go  ahead. 

Mr.  Healy :  And  in  the  month  of  April,  of  1949, 
a  settlement  was  made  with  Mr.  Taylor;  that  both 
of  these  men  were  injured  while  on  the  job  there  at 
Mills  Field  and  within  the  course  of  their  employ- 
ment and,  as  previously  stated,  solely  as  a  result  of 
the  negligence  of  the  Austin  Company;  that  the 
plaintiff  herein,  the  General  Accident  Fire  &  Life 
Assurance  Corporation,  pursuant  to  its  policy  of 
public  liability  insurance  and  on  behalf  of  its  as- 
sured, the  Austin  Company,  paid  the  judgment 
heretofore  mentioned  and  certain  other  expenses 
and  attorneys'  fees  and  paid  the  settlement  that  I 
have  heretofore  mentioned  and  certain  expenses 
and  attorneys'  fees,  all  of  which  are  evidenced  by 
photostatic  copies  of  each  and  every  [35]  draft  that 
I  hold  in  my  hands  and  will  pass  these  to  the  Clerk 
and  ask  that  they  be  received  as  one  exhibit.  And  I 
will  state  for  the  record — and  this  is  subject  to  cor- 

i  rection  by  Mr.  Siebold  if  it  is  incorrect — the  total 

!  amount  in  the  Estrada  case  was  $14,227.31 — strike 
that,  please — $14,390.14;  and  the  total  amount  in 
the  other  case,  the  Taylor  case,  was  $5,068.10;  that 

j  these  expenses  for  depositions  and  the  like  and  at- 
torneys' fees  were  reasonable  in  amount. 
The  Clerk:     Plaintiff's  Exhibit  No.  2  introduced 

;  and  filed  in  evidence. 

(Whereupon  photostatic  copies  of  drafts  re- 
ferred to  above  were  marked  Plaintiff's  Ex- 
hibit No.  2  in  evidence.) 
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Mr.  Healy:  That  Messrs.  Bronson,  Bronson  & 
McKinnon  were  engaged  by  the  plaintiff  herein, 
they  being  attorneys-at-law  licensed  to  practise  in 
this  State,  to  represent  the  assured,  the  Austin 
Company,  in  both  of  these  lawsuits  heretofore  men- 
tioned ;  that  Bronson,  Bronson  &  McKinnon,  at  the 
instance  of  the  plaintiff  herein  and  without  the 
knowledge  of  the  assured,  the  Austin  Company,  on 
or  about  October  3,  1947,  sent  a  letter,  a  copy  of 
which  I  hold  in  my  hand — sent  a  letter  to  the  Vik- 
ing Automatic  Sprinkler  Company  demanding  that 
they  take  over  the  defense  of  the  Estrada  action, 
and  pointing  out  this  paragraph  7  that  forms  the 
real  basis  of  this  suit. 

I  now  hand  to  the  Clerk  that  document  and  ask 
that  that  [36]  be  received. 

The  Clerk:  Plaintiff's  Exhibit  3  introduced  and 
filed  in  evidence. 

(Whereupon   letter   referred   to   above   was 
marked  Plaintiff's  Exhibit  No.  3  in  evidence.) 

Mr.  Healy:  That  on  or  about  January  4,  1949, 
the  insured,  Austin  Company,  by  Mr.  H.  A.  Sims, 
its  district  auditor,  at  the  instance  and  request  of 
the  plaintiff  herein,  wrote  a  letter  and  mailed  it  to 
the  Viking  Company  in  similar  vein  to  the  last  ex- 
hibit 3,  making  demand  upon  the  Viking  Company 
to  take  over  the  defense  of  the  Taylor  case.  I  now 
hand  that  to  the  Clerk. 

The  Clerk:  Plaintiff's  Exhibit  4  introduced  and 
filed  in  evidence. 
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(Whereupon  the  letter  referred  to  above  was 
marked  Plaintiff's  Exhibit  No.  4  in  evidence.) 

Mr.  Healy:  That  thereafter,  and  after  settle- 
ment was  made  in  the  Taylor  case  and  on  or  about 
December  9,  1949,  a  letter  was  addressed  from  the 
assured  Austin  Company  to  the  Viking  Company 
calling  attention  that  a  settlement  had  been  made 
with  Mr.  Taylor  and  demanding  reimbursement  for 
those  amounts.  I  now  hand  a  copy  of  that  docu- 
ment to  the  Clerk. 

The  Clerk:  Plaintiff's  Exhibit  5  introduced  and 
filed  in  evidence.  [37] 

(Whereupon    letter   referred  to   above   was 
marked  plaintiff's  Exhibit  No.  5  in  evidence.) 

Mr.  Healy:  That  is  all,  Your  Honor,  except 
there  is 

The  Court:  Is  that  stipulation  so  far  made 
agreeable  to  the  defendant? 

Mr.  Boyd:  May  I  just  make  one  or  two  observa- 
tions pertaining  to  the  stipulation  1 

The  Court :     It  is  not  correct  f 

Mr.  Boyd:  Yes,  but  I  want  to  just  broaden  it; 
as  far  as  the  negligence  is  concerned,  I  think  that 
counsel  will  agree  that  the  negligence  was  of  the 
Austin  Company,  its  agents,  servants  and  employ- 
ees; is  that  correct? 

Mr.  Healy :     Yes,  that  is. 

Mr.  Boyd :  The  Austin  Company  being  a  corpo- 
ration. Of  course  he  stated  "sole  negligence,"  but 
for  the  purpose  of  the  stipulation  it  will  be  under- 
stood, I  take  it,  counsel,  that  there  was  no  negli- 
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gence  on  the  part  of  the  Viking  Company,  its, 
agents,  servants  or  employees,  which  contributed  to 
the  injury  of  either  Estrada  or  Taylor. 

The  Court:     Of  course  he  said  "sole  negligence." 

Mr.  Boyd:  I  am  sure  that  would  cover  it,  but 
that  explains  its  original 

The  Court :     Is  that  agreeable  to  you  ? 

Mr.  Healy :     I  will  agree  to  that,  yes. 

Mr.  Boyd:  I  also  understand,  counsel,  that  in- 
sofar as  [38]  this  present  action  is  concerned,  in 
which  there  is  a  prayer  for,  I  believe,  $3,000  for 
your  services  in  this  action 

Mr.  Healy:  That  is  abandoned.  That  is  aban- 
doned. 

Mr.  Boyd:  that  is  abandoned  and  elimi- 
nated from  this  present  action. 

And  with  those  qualifications,  the  stipulations  are 
accepted. 

Mr.  Healy:  And  may  I  state  to  Your  Honor 
and  to  you,  Mr.  Boyd,  that  these  figures  and  the 
vouchers  or  drafts  which  are  in  evidence,  total  a 
little  more  than  the  amount  prayed  for  in  the  com- 
plaint, in  that  the  amount  prayed  for  in  the  com- 
plaint— I  will  withdraw  that — exclusive  of  the  at- 
torney's fees  that  we  sought;  the  point  being  just 
this:  that  in  the  complaint  we  only  sought  to  re- 
cover the  amounts  paid  to  these  two  men  plus  the 
Court  costs,  plus  the  attorneys'  fees,  but  there  were 
some  other  matters  that  were  later  discovered  such 
as  a  few  items  of  depositions  and  some  investiga- 
tive work. 
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The  Court:  Do  you  wish  to  have  the  complaint 
amended  to  conform  to  that  ? 

Mr.  Healy :     Yes,  may  we  do  that  ? 

The  Court :     Is  there  any  objection  ? 

Mr.  Boyd:  No  objection.  I  take  it  we  now  have 
everything  in,  counsel. 

Mr.  Healy :  Yes,  but  there  is  just  one  more  mat- 
ter. Does  this  gentleman  belong  to  the  corporation  ? 
Is  he  a  representative  [39]  that  would  know  some- 
thing? I  would  like  to  ask  him  a  question  or  two. 

Mr.  Boyd:  He  is  a  representative,  although  he 
was  not  at  the  time,  so  it  depends  what  your  pur- 
pose is. 

Mr.  Healy :  May  I  call  the  gentleman,  Mr.  John- 
son? 

The  Court:     Yes. 

Mr.  Healy:  Will  you  take  the  stand,  Mr.  John- 
!son. 

SAMUEL  A.  JOHNSON 
called  as  a  witness  by  the  plaintiff,  being  first  duly 
sworn,  testified  as  follows : 

The  Clerk :    Will  you  please  state  your  full  name 
to  the  Court  and  the  Jury  ? 
A.     My  name  is  Samuel  A.  Johnson. 

Direct  Examination 
>y  Mr.  Healy: 

Q.    Are  you  connected  with  the  defendant  Vik- 
ing Company?  A.     Yes,  sir. 
Q.    In  what  capacity? 
A.    I  am  an  employee,  an  engineer. 
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Q.     Are  you  an  officer?  A.     No,  sir. 

Q.     Are  you  a  manager? 

A.  Only  insofar  as  I  handle  things  when  the 
manager  isn't  here. 

Q.  I  will  just  ask  you  this:  Are  you  familiar 
with  this  [40]  contract  that  is  here  in  evidence  be- 
tween the  Viking  Company  and  the  Austin  Com- 
pany ?  A.     Yes. 

Q.  And  you  are  familiar  with  this  paragraph  7 
that  we  have  discussed?  A.     Yes. 

Q.  I  was  going  to  ask  you  whether  or  not  pur- 
suant to  the  terms  of  that  contract,  your  company 
did  in  fact  take  out  public  liability  insurance. 

Mr.  Boyd:  If  Your  Honor  please,  that  is  en- 
tirely immaterial.  Objected  to  on  that  basis;  no 
issue  as  to  whether  there  is  any  insurance  of  any 
kind  as  far  as  its  intent  was  concerned. 

Mr.  Healy :     May  I  be  heard  ? 

The  Court:  I  don't  quite  see  the  materiality 
whether  they  took  it  out  or  not.  Their  insurance 
company  is  not  being  sued;  they  are  being  sued. 

Mr.  Healy:  That  is  right.  But  may  I  read  the 
provision  to  Your  Honor  ?  It  says : 

"It  is  understood  and  agreed  that  vendor  is 
fully  covered  with  public  liability,  workmen's 
compensation  and  property  damage  insurance." 

It  is  right  on  the  first  page,  right  down  by  7; 
right  down  in  this  corner  of  the  green  one.  It  is 
more  legible. 

The  Court :     All  right ;  I  have  it.  [41] 
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Mr.  Healy:  I  intend  to  show — I  think  I  can 
show  that — that  that  intent  seems  to  be  an  essential 
ingredient,  says  Mr.  Boyd — that  they  did  in  fact 
take  out  this  type  of  insurance,  and  not  alone  that, 
but  they  had  a  contractual  endorsement  on  it,  so 
that  they  were  well  insured.  If  I  can  prove  that,  it 
would  have  probative  value. 

Mr.  Boyd :     If  Your  Honor  please 

Mr.  Healy:    that  they  did  cover  this  type  of 

situation.  So  I  think  it  is  very  material  and  has 
considerable  probative  value. 

Mr.  Boyd:  If  Your  Honor  please,  there  are  no 
allegations  pertaining  to  insurance,  compensation 
or  any  other  kind  in  this  action;  it  is  entirely  im- 
material. The  only  question  that  is  alleged  in  the 
complaint  and  the  only  one  that  has  been  men- 
tioned,  is  whether  or  not  the  agreement  that  has 
been  entered   into   was  in  effect  a   hold-harmless 

I  agreement  protecting  not  the  insurance  company, 

but  the  insured,  the  Austin  Company,  for  the 

The   Coui't:     I   am  inclined  to  think   that  that 

;  might  not  be  admissible,  because  of  the  fact  that 
one  might  take  out  a  public  liability  insurance  pol- 

;  icy  to  protect  one  against  something  that  one  might 
not  be  liable  for.    That  sometimes  happens. 
Mr.  Healy:     Yes,  but  if  they  had  a  contractual 

!  endorsement  on  it,  wouldn't  it  have  a  probative 

;value  that  they  realized  [42]  that  they  were  expos- 
ing themselves  by  this  contract  to  a  contractual  li- 
ability as  distinguished  from  a  tortuous  liability, 

)  and  paid  an  extra  premium  for  it  ? 
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The  Court:  It  might  be  competent  if  the  de- 
fendant were  to  offer  some  evidence  by  way  of  re- 
buttal, or  offer  evidence  on  their  part  to  that  effect. 

Mr.  Healy :     Very  well. 

The  Court:  But  I  don't  think  at  this  stage  of 
the  case  it  would  be  admissible. 

Mr.  Healy:  Very  well,  Your  Honor.  With  that 
in  mind  I  will  withdraw  my  question.  You  may 
step  down. 

Mr.  Boyd:  Now,  may  the  Jury  be  instructed 
that  there  has  been  no  evidence  introduced? 

The  Court :  Yes ;  the  Jury  will  pay  no  attention 
to  the  discussions  which  we  have  just  had.  They 
concern  a  legal  question,  and  there  has  been  no  evi- 
dence introduced. 

Mr.  Healy:    We  rest. 

Mr.  Boyd :  If  Your  Honor  please,  at  this  time  I 
have  a  matter  of  law  which  I  would  like  to  take  up, 
if  the  Jury  may  be  excused. 

The  Court :  All  right.  You  haven 't  had  to  listen 
to  very  much  before  you  got  another  recess.  Please 
take  a  brief  recess,  and  bear  in  mind  the  admoni- 
tion of  the  Court. 

(Thereupon  the  Jury  was  excused  from  the 
Court  Room.)  [43] 

Motion  to  Dismiss 
Mr.  Boyd:  May  it  please  Your  Honor,  at  this 
time  I  would  like  to  make  a  motion  to  dismiss  in 
behalf  of  the  defendant  Viking  Automatic  Sprin- 
kler Company  on  the  grounds  that  the  plaintiff  has 
offered  no  evidence  to  prove  either  as  a  matter  of 
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fact  or  of  law  that  the  defendant  is  or  may  be  re- 
sponsible for  the  allegations  contained  in  the  com- 
plaint. The  plaintiff  has,  in  effect,  introduced  what 
has  already  been  determined  as  a  contract  contain- 
ing ambiguous  language,  and  the  contract  on  its 
face — the  entire  contract  having  been  introduced  in 
evidence — is  ambiguous  and  contains  certain  pro- 
visions in  a  purchase  order  that  conflict  with  even 
other  portions  of  the  contract  itself. 

But  confining  ourselves  solely  to  the  paragraph 
7  that  has  been  referred  to,  we  find  that  the  word- 
ing is  simply  this : 

"Vendor  agrees  to  protect  and  indemnify  the 
buyer  against  all  claims  for  damages,  lawsuits, 
etc.,  which  may  arise  due  to  difficulties  en- 
countered while  vendor  is  servicing  this  opera- 
tion." 

Now,  by  stipulation  we  have  the  indisputed  fact 

that  the  negligence  of  the  insured  of  the  plaintiff 

was  the  sole  cause  of  the  accident  resulting  in  the 

injuries  to  Taylor  and  Estrada.  We  have  a  further 

stipulation  that  the  negligence  of  the  Viking  Com- 

!  pany,  its  agents,  servants  and  employees,  in  no  [44] 

,  way  contributed  to  the  happening  of  either  of  these 

two  accidents.    And  we  have  the  further  stipula- 

;  tion,  at  least  in  effect,  that  the  insurance  company, 

the  plaintiff  in  this  action,  did  insure  the  Austin 

!  Company  and  assumed  their  legal  liability  and  ulti- 

I  mately  made  payments  under  that  policy. 

It  seems  to  be  well  established  in  all  cases,  and 
particularly  in  Pacific  Indemnity  Company  vs.  Cal- 
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ifornia  Electric  Works,  29  Cal.  App.  (2),  260,  that 
in  order  to  indemnify  against  your  own  negligence, 
it  would  have  to  be  clearly  and  plainly  stated  in  the 
agreement  that  the  other  party  agreed  to  relieve 
the  defendant  from  all  liability  caused  by  its  own 
negligence.   In  that  case  the  Court  quoted  with  ap- 
proval 31  Corpus  Juris,  page  450,  which  provides : 
"Where  a  person  is  not  primarily  responsi- 
ble for  the  act  or  wrong  which  causes  the  in- 
jury, there  is  no  liability  on  his  part  to  indem- 
nify the  one  who  has  paid  the  damages.  Thus  a 
person  is  not  entitled  to  indemnity  for  pay- 
ments made  by  him  on  a  judgment  against  him 
for  injuries  to  a  third  person,  where  it  is  ap- 
parent that  the  judgment  was  based  on  his  own 
negligence  or  wrong  or  that  of  his  employees." 

The  question  has  been  discussed  in  a  great  num- 
ber of  cases,  and  there  are  quite  a  few  cited  in  175 
A.L.R.,  144,  and  we  have  somewhat  similar  lan- 
guage in  some  of  those  citations  that  we  have  [45] 
here: 

"In  the  'contractor  cases'  the  argument  has 
been  frequently  advanced  in  defense  of  the 
strict  construction  rule  that  the  interpretative 
inclusion  of  the  indemnitee's  own  negligence 
under  the  indemnity  agreement  would  impose 
upon  the  idemnitor  a  liability  the  extent  of 
which  would  be  uncertain  and  indefinite  and 
entirely  in  the  hands  of  the  indemnitee — a  li- 
ability which  could  not  only  wipe  out  all  profit 
but  might  exceed  the  total  consideration  for 
the  job  or  even  the  indemnitor's  entire  for- 
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tune.  Stress  has  also  been  laid  upon  the  'hazard- 
ous' nature  of  the  work  the  indemnitor  is 
engaged  in  doing  as  a  contractor  or  sub-con- 
tractor. ' ' 

Although  no  evidence  has  been  introduced  and 
the  contract  has  not  as  yet  been  read  by  Your  Honor, 
it  does  cover  the  United  Airlines  construction,  it  is 
for  a  sprinkler  system,  and  it  is  on  a  cost-plus  basis. 
There  are  several  cases  that  have  been  cited  in 
A.L.R.  and  in  other  digests  which  seem  to  clearly 

1  state  that  in  order  to  indemnify  yourself  against 

!  your  own  negligence,  there  is  no  rule  or  public  pol- 
icy against  it,  although  the  Courts  will  look  very 

;  carefully  to  see  what  the  intentions  of  the  parties 
are  before  they  will  do  so ;  and  in  order  to  have  any 
of  these  agreements  hold  harmless,  no  matter  how 

I  broad  they  may  be,  and  no  matter  what  the  wording 

I  is,  in  order  to  have  them  hold  [46]  and  indemnify 
against  your  own  negligence,  it  is  necessary  that  you 
specifically  provide  in  the  agreement  itself  the  in- 
tent of  the  parties  by  stating  in  so  many  words, 

|  "This  agreement  covers  acts  of  liability,  of  negli- 

:  gence"  and  so  forth. 

Now  assuming,  as  I  think  we  will  have  to  assume, 
that  insofar  as  this  particular  purchase  order  is 

i  concerned,  as  I  said  in  my  opening  statement, 
Your  Honor,  and  I  am  serious  about  it,  it  was  never 

!  intended  to  cover  a  contractor-sub-contractor  ar- 
rangement; and  it  is  actually  a  form  printed  by  the 
American  Sales  Book  Company  and  pertains  to  the 
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buying  and  selling  of  merchandise,  and  it  is  obvious 

by  the  conditions  down  at  the  bottom 

"Shipping  notice  shall  be  mailed  as  soon  as 

material  has  been  forwarded" 

" Invoice  in  triplicate" —  " Carloads  shall  be 
loaded  to  maximum  capacity — if  not,  the  ven- 
dor agrees  to  pay  the  excess  freight" — "car- 
tage or  packages — no  charge  will  be  allowed  for 
either" — when  they  get 

The  Court :  Where  do  you  get  the  fact  that  these 
forms  were  actually  forms  prepared  by  this  Book 
Company  % 

Mr.  Boyd:  Right  there  at  the  bottom  of  the 
agreement.  I  have  an  original  here,  if  I  may  point 
it  out  to  Your  Honor. 

The  Court:     It  doesn't  appear  on  the  copy.  [47] 

Mr.  Boyd:  Here  it  is,  right  down  there  at  the 
bottom. 

The  Court:  Oh,  yes,  I  see.  That  doesn't  appear 
in  the  copy.  Of  course  they  may  have  just  printed 
this  for  the  Austin  Company. 

Mr.  Boyd :     Well,  obviously  it  is 

The  Court:  Because  it  does  say  at  the  top  that 
this  is  the  Austin  Company.  It  may  be  that  these 
stereotyped  provisions  were  prepared  by  the  Book 
Company,  and  then  it  may  be  that  they  are  just  in 
the  business  of  doing  this  kind  of  work.  It 
wouldn't  make  any  difference  one  way  or  the  other, 
because  it  is  the  Austin  Company's  form  of  con- 
tract 

Mr.  Boyd :  May  I  just  point  out,  insofar  as  item 
5  down  there  is  concerned : 
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"Bills  shall  be  payable  on  the  15th  of  the 
month  following  shipment  (if  material  has 
been  received)  and  2%  deducted." 

Well,  now,  when  we  get  into  the  contract  itself, 
that  is,  the  printed  contract  between  the  Austin 
Company  and  the  Viking  Company,  on  page  2  of 
the  printed  contract,  under  the  provisions  as  to 
payment  we  have  other  provisions  set  out,  85%  to 
be  paid  when  the  work  is  completed,  and  so  forth. 

And  if  Your  Honor  will  note  that  in  the  contract 
1  itself  the  compensation  is  10%  for  overhead  and 
!  8%  for  profit  based  on  the  sum  of  the  cost  of  the 
work  plus  overhead.  There  is  no  provision  for  any 
:  deduction  for  cartage,  packing,  hauling  and  [48] 
things  of  that  kind.  It  is  all  included  in  the  cost- 
,  plus  contract  that  has  been  entered  into  between  the 
;  parties. 

So  it  seems  to  me,  under  the  well  established  rule 
that  we  must  take  all  of  the  contract  and  apply  it 
together,  the  only  reasonable  interpretation  of  the 
contract  would  be  that  it  was  a  cost-plus  contract 
,  and  that  that  purchase  order  was  merely  something 
>  that  was  added  as  something  to  type  up  a  form.  But 
in  any  event,  limiting  ourselves  entirely  to  the  pro- 
visions of  paragraph  7,  we  have  what  must  be  con- 
sidered as  an  ambiguous  contract.  Under  those  cir- 
cumstances, by  the  provisions  of  the  Civil  Code  and 
'by  all  of  the  cases,  the  rule  is  that  the  question  of 
interpretation  of  an  ambiguous  contract  is  based 
upon  the  intent  of  the  parties. 

Now,  we  don't  have  one  single  word  of  evidence 
as  to  what  the  parties  intended. 
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As  has  been  held  by  Judge  Erskine  when  the 
motion  to  dismiss  was  brought  up  on  the  pleadings, 
the  contract  contains  what  I  believe  he  referred  to 
as  a  latent  ambiguity,  and  he  said  in  effect  that  it 
would  be  necessary  to  introduce  evidence  to  deter- 
mine the  true  intent  of  the  parties,  dated  July  24, 
1950. 

The  Court :     Yes,  I  have  that. 

Mr.  Boyd :  You  have  that.  So  the  plaintiff  comes 
in  here.  They  put  the  entire  contract  in  evidence, 
which  shows  further  ambiguities,  and  they  rest  their 
case  without  even  [49]  attempting  to  explain  by 
the  parties  who  made  the  contract  what  the  inten- 
tion was,  not  between  the  plaintiff  and  their  in- 
sured, but  between  the  Austin  Company  and  Vik- 
ing Company  who  are  the  parties  that  made  the 
contract,  even  though  in  my  opening  statement  I 
think  I  made  it  very  clear  that  we  denied  that  it 
was  the  intention  of  the  Viking  Company  to  ever 
hold  harmless  and  protect  for  their  own  negligence. 
I  say,  in  effect,  they  come  in  here  and  rest,  intro- 
ducing no  evidence  as  to  what  the  intention  was  of 
Mr.  Sims,  who  is  in  the  Court  Room,  or  of  other 
employees  of  the  Austin  Company  who  were  pres- 
ent and  entered  into  the  agreement  and  made  this 
contract. 

So  I  submit  to  Your  Honor  that,  under  those  cir- 
cumstances, the  only  rules  that  can  be  applied  are 
the  general  rules  for  the  interpretation  of  contracts, 
including  number  1:  When  a  contract  is  prepared 
by  a  certain  party  such  as  this  one  is — they  are 
printed  forms  by  the  Austin  Company — and  there 
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is  ambiguity,  the  contract  will  be  construed  most 
strongly  against  the  person  causing  the  ambiguity. 

I  would  like  to  call  to  Your  Honor's  attention 
two  California  cases  as  to  contracts,  Stein  vs.  Archi- 
bald, 151  Cal.  220,  and  Caletti  vs.  State,  45  Cal. 
App.  (2)  305,  holding  that  a  contract  of  indemnity 
will  not  be  construed  to  indemnify  a  person  against 
his  own  negligence  where  such  intent  is  not  ex- 
pressed in  clear  and  unequivocal  language. 

The  Court:  What  case  are  you  reading  [50] 
from? 

Mr.  Boyd:  I  am  reading  from  an  excerpt  taken 
from  those  two  cases,  Stein  vs.  Archibald,  151  Cal. 
220,  and  Caletti  vs.  State,  15  Cal.  App.  (2)  305. 
ilhey  are  cases  holding  that  the  interpretation  of 
contracts  will  be  against  the  party  who  causes  the 
imbiguity  to  exist.  And  I  am  sure  Your  Honor 
Is  familiar  with  the  various  rules  as  to  the  intent 
pf  the  parties,  and  where  you  have  an  ambiguity 
jihe  only  way  that  you  can  do  is  to  show  the  circum- 
stances that  surround  it,  and  the  burden  of  proof 
,s  on  the  plaintiff  to  prove  what  he  intended.  But 
in  this  case,  insofar  as  this  motion  is  concerned,  at 
east,  we  do  not  even  have  an  effort  made  by  the 
plaintiff  to  carry  his  burden  of  proof  and  show 
iven  what  he  claims  was  the  intent  of  the  Austin 
Company  insofar  as  this  particular  contract  was 
Concerned.  So  I  will  submit  to  Your  Honor  that 

The  Court:  Of  course,  if  that  were  necessary  to 
|)e  raised  as  a  part  of  the  affirmative  burden  of 
proof,  then  the  Court  should  permit  at  this  time 
|he  question  that  Mr.  Healy  asked  of  Mr.  Johnson 
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to  be  answered,  if  it  is  a  part  of  the  affirmative 
burden. 

Mr.  Boyd:  I  don't  think  that  insofar  as  whether 
or  not  Mr.  Johnson  carries  insurance  would  in  any 
way  affect  in  any  way  the  meaning  or  interpreta- 
tion  

The  Court:  If  the  plaintiff  has  the  burden  of 
showing  the  true  intent  of  the  parties,  and  as  you 
have  just  said,  he  has  not  carried  that  burden,  then 
he  would  have  the  right  if  [51]  he  could  show  it,  if 
there  is  any  evidenciary  matter  that  might  be 
corroborative  of  the  intent  of  the  defendant. 

Mr.  Boyd :  I  agree  one  hundred  per  cent  that  if 
he  has  any  evidence  that  would  tend  to  interpret 
or  set  forth  the  intent  of  the  Austin  Company  to 
cover  this  particular  situation — any  evidence  that 
he  has — he  not  only  has  the  right,  as  I  see  it,  Your 
Honor,  but  also  the  duty  to  come  forward  with  his 
evidence  and  show  what  the  intent  was. 

The  Court:  But  you  objected  to  the  question 
that  he  asked  along  that  line. 

Mr.  Boyd :  That  was  on  the  question  of  insur- 
ance. 

The  Court:  Yes,  but  it  was  his  contention  that 
the  fact  that  the  defendant  may  have  taken  out  in- 
surance to  cover  the  kind  of  liability  that  is  re- 
ferred to  in  paragraph  7  of  the  agreement  might  be 
evidenciary  in  character  as  to  the  intent  witli 
which  the  language  in  paragraph  7  was  used. 

Mr.  Boyd:  Well,  I  would  submit,  Your  Honor, 
that  the  intent  of  the  parties  to  any  agreement 
should  be  based  primarily  on  the  intent  of  the  man 
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that  is  making  the  claim  that  the  agreement  exists 
and  it  covers  certain  things.  In  other  words,  we 
have  got  to  put  the  General  Accident  in  the  same 
shoes  as  the  Austin  Company.  There  has  been  not 
even  a  policy  introduced ;  I  assume  that  they  have  a 
policy  and  so  forth;  we  don't  know  the  provisions 
of  it,  but  we  at  least  cannot  put  them  in  any  better 
position [52] 

The  Court:      I  think  in  submitting  the  case,  the 
plaintiff  is  assuming  that  it  can  have  no  greater 
I  rights  than  Austin. 

Mr.  Boyd :     I  took  that  assumption. 

The  Court :     No  question  about  that. 

Mr.  Boyd:  Here  we  have  the  Austin  Company 
i  and  the  Viking  Company,  two  parties  to  a  contract, 
i  two  parties  to  an  agreement.  We  have  not  one 
i  single  word  as  to  the  circumstances  surrounding 
!  the  execution  of  the  contract  or  their  intent. 

The  Court:  I  think  I  understand  your  point.  I 
'  would  like  to  hear  what  Mr.  Healy  has  to  say. 

Mr.  Boyd:     Yes,  Your  Honor. 

Mr.  Healy:  Yes,  Your  Honor.  I  have  these  re- 
marks to  make. 

I  need  not  call  to  Your  Honor's  attention  that 
this  is  a  motion  to  dismiss,  similar  in  form  to  a  mo- 
tion for  non-suit  in  the  State  Court,  and  I  take  it 
the  rule  is  well  settled  that  you  must  indulge  in 
every  legitimate  inference  against  this  motion. 

There  is  more,  much  more,  before  Your  Honor 
than  there  was  before  Judge  Erskine.  For  instance, 
the   entire   contract   is   before   Your   Honor.   Onlv 
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paragraph  7  in  haec  verba  was  before  him,  and  he 
did  not  read  it  all. 

And  we  must  not  forget  that  the  contract  over  on 
page  3,  under  Article  XII — it  is  a  cost  plus  a  fee 
sub-contract — on  page  3,  Article  XII  three  separate 
and  distinct  rather  [53]  long  paragraphs  dealing 
with  the  subject  of  insurance,  requiring  this  sub- 
contractor to  take  out  Workmen's  Compensation 
and  public  liability  insurance,  setting  forth  what  the 
amounts  are:  $100,000  for  injury  and  death  of  one 
person,  $200,000  for  two  or  more  persons,  and  $10, 

000  property  damage  for  one  accident.  A  detailed 
scheme  is  set  up.  If  you  construe  that  back  with 
paragraph  7 — and  paragraph  7,  as  I  view  it,  Your 
Honor,  is  in  two  parts — one  might  say  there  are 
two  obligations  cast  upon  this  Viking  Company 
under  paragraph  7:  One,  that  they  are  to  take  out 
insurance,  three  different  kinds  of  insurance,  pub- 
lic liability,  Workmen's  Compensation  and  prop- 
erty ;  and  the  other  part  is  that  they  are  to  protect 
and  indemify  the  Austin  Company  against  all 
claims  for  damages. 

Constructing  all  this  together,  certainly  I  make 
bold  to  say  that  at  least  there  is  an  inference — and 

1  am  going  to  state  it  more  strongly  than  that — but 
certainly  there  was  an  inference  that  there  was  to 
be  public  liability  insurance  taken  out  by  this  com- 
pany. To  cover  what?  To  cover  all  losses  by  the 
buyer. 

My  friend  Mr.  Boyd  has  indicated  to  Your 
Honor  the  following  propositions  of  law: 
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1.  That  a  contract  to  indemnify  another  against 
his  own  negligence  is  not  per  se  against  public 
policy.  And  I  agree.  But  he  has  indicated  that  such 
a  contract  will  be  [54]  strictly  construed.  I  think 
that  is  right.  I  think  that  is  right. 

But  he  has  further  indicated  that  such  a  contract 
will  not  be  so  construed  unless  it  specifically  says 
against  one's  own  negligence.  That  is  not  the  rule. 
This  22  California  Appellate  (2),  the  case  of 
Southern  Pacific  against  Fellows — I  don't  know  if 
Your  Honor  has  it  on  your  desk  or  not 

The  Court:     No,  I  have  not. 

Mr.  Healy:  22  California  Appellate  (2),  at  page 
87,  Southern  Pacific  against  Fellows.  The  facts  are 
very  similar  to  this.  I  can  recite  them  to  Your 
Honor  very  quickly.  The  Southern  Pacific  was 
building  a  roundhouse. 

Would  it  be  too  much  trouble  to  ask  the  Clerk  or 
Bailiff  to  get  22  Appellate  (2)  just  so  I  can  read 
Your  Honor  a  sentence  out  of  it.  But  if  I  may  con- 
tinue, I  will  state  the  facts  very  simply. 

Mr.  Boyd:  May  we  also  have  the  other  case  at 
the  same  time,  29  California  (2)  ? 

The  Court :     I  have  that  here. 

Mr.  Healy :  The  Southern  Pacific  Company  were 
building  a  roundhouse  down  south  some  place.  They 
engaged  the  services  of  one  Mr.  Fellows  as  sub- 
contractor; they  were  operating  as  general  contrac- 
tor; themselves  and  he  sub-contracted  to  do  certain 
work  thereunder.  As  I  read  the  opinion,  there  was  a 
big  track  running  along  down  the  building  and  two 
cranes  were  [55]  running  on  that.  Mr.  Fellows,  the 
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sub-contractor's,  employees  were  operating  one  of 
these  cranes.  One  of  Mr.  Fellows'  men  was  sitting 
astride  an  iron  beam  near  a  live  wire  performing 
some  work,  and  the  Southern  Pacific  man  was 
derelict  in  that  he  did  not  turn  off  the  juice  and 
the  employee  was  severely  injured  and  he  brought 
suit  in  the  United  States  District  Court  and  he  got 
a  judgment  for  $25,000  against  the  Southern  Pacific 
Company,  it  was  affirmed  and  the  Southern  Pacific 
paid  it.  Then  they  took  a  look  at  their  contract  that 
they  had  with  Mr.  Fellows,  which  is  no  broader 
than  the  one  before  Your  Honor  and  in  which  I 
want  to  call  Your  Honor's  attention  to  the  fact  that 
this  agreement  does  not  say  against  the  Southern 
Pacific  Company's  negligence;  I  was  going  to  point 
out  the  very  place  to  Your  Honor  there,  and  the 
Court  says  that  such  language  is  broad  enough  to 
cover  the  negligence  of  Mr.  Fellows  or  the  negli- 
gence of  the  Southern  Pacific. 

The  Court:  The  provision  in  this  Fellows  case 
and  that  provision  in  the  Pacific  Indemnity  case 
are  much  more  specific  than  the  provision  in  this 
case.  The  provision  in  the  Fellows  case  is  that  ' '  The 
contractor  expressly  agrees  to  indemnify  and  save 
the  railroad  harmless  from  and  against  any  and  all 
claims  for  losses,  damage,  injury  and  liability 
howsoever  same  may  be  caused," 

Mr.  Healy:     That  is  right. 

The  Court:     "resulting  directly  or  indirectly 

from  [56]  work  covered  by  this  agreement." 

Mr.  Healy :     That  is  right ;  I  think  it  is  stronger. 

The  Court:     That  is  much  stronger. 
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Mr.  Healy:  I  think  it  is  stronger.  I  am  candid 
in  everything  I  say :  I  think  it  is  stronger,  but  I  am 
citing  now  that  case  particularly  for  this,  to  rebut 
Mr.  Boyd's  contention  that  such  contract  is  not 
valid  unless  it  expressly  covers  the  indemnitee's 
own  negligence. 

The  Court:  Judge  York,  who  wrote  this  deci- 
sion, covers  it.  He  says, 

"The  indemnity  clause  in  the  contract,  under- 
taking, as  it  does,  to  indemnify  railroad  com- 
pany from  and  against  'any  and  all  claims, 
loss,  damage,  injury  and  liability  howsoever 
the  same  may  be  caused,  resulting  directly  or  in- 
directly from  work  covered  by  this  agreement,  * 
is  so  sweeping  and  all-embracing  in  its  terms 
that,  although  it  does  not  contain  an  express 
stipulation  indemnifying  appellant  against  lia- 
bility caused  by  its  own  negligence,  it  accom- 
complishes  the  same  purpose." 

Mr.  Healy:  All  right.  Can't  we  say  the  same 
hing  here  ?  Is  there  anything  broader 

The  Court:  You  can't  say  the  same  thing  here, 
'vlr.  Healy,  because  you  haven't  got  that  language. 

Mr.  Healy:  Can't  we  say  it  from  this  stand- 
xrint:  is  there  [57]  any  word  in  the  English  lan- 
guage more  embrasive  than  the  word  "all"?  That 
yord  is  used  right  here — "agrees  to  protect  and 
Indemnify  the  buyer  against  all  claims  for  dam- 
ages"; it  doesn't  say  "howsoever  caused." 

The  Court:  It  says,  "which  may  arise  due  to 
;iifficulties  encountered  while  vendor  is  servicing 
Ins  operation." 
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Mr.  Healy:  That  has  been  stipulated  to,  that 
these  fellows  were  within  the  course  of  their  em- 
ployment. That  means  no  more  than  that.  Certainly 
they  wouldn't  indemnify  them  if  they  were  off  at  a 
dance;  it  means  while  they  were  on  this  job. 

I  say  this  to  Your  Honor:  Mr.  Boyd  asked  me 
whether  or  not  when  I  said,  "sole  negligence," 
would  that  exclude  negligence  upon  the  part  of  the 
defendant.  I  said  it  would,  Your  Honor,  because 
you  can't  have  any  more  negligence  than  sole  negli- 
gence. And  I  say  you  can't  have  any  more  claims 
than  all  claims.  By  the  same  token,  sir,  if  it  is  all 
claims  and  all  lawsuits,  it  is  going  to  take  in  every- 
body's claims  and  everybody's  lawsuits. 

To  add  what  was  in  the  Fellows  case,  "whether 
caused  by  one  or  the  other  or  howsoever  caused — " 
I  think  that  is  the  wording  in  the  Fellows  case — is, 
if  we  are  going  to  be  technical,  merely  redundant. 
If  I  say,  "I  will  indemnify  Austin  against  all 
claims" 

The  Court:  That  is  not  the  reasoning  of  the 
Appellate  [58]  Court  of  California  in  this  Fellows 
case.  The  Judge  there  in  writing  the  opinion  does 
not  reason  on  the  basis  that  "all  claims"  was  suffi- 
cient ;  he  reasons  on  the  basis  that  since  the  language 
is  "howsoever  the  same  may  be  caused"  that  that 
indicates  an  intention  to  in  no  way  single  out  the 
claims  as  to  causes  at  all,  and  he  says  that  because 
he  says  that  it  is  so  sweeping  and  embrasive  in  its 
terms  that  although  it  does  not  contain  an  express 
stipulation  of  an  indemnity  against  liability  caused 
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by  its  own  negligence,  it  accomplished  the  same 
purpose. 

Mr.  Healy:  Well,  I  don't  think  I  was  saying 
anything  contrary  to  Your  Honor's  last  few  re- 
marks. 

The  Court:  You  seem  to  think  that  since  it 
says  "all  claims  for  damages  arising  out  of  the 
course  of  the  work  that  that  is  just  as  clear  in 
broadening  the  liability  on  the  part  of  the  indemni- 
tor, just  as  broad  and  all-embracing  as  if  it  did  con- 
tain this  more  broad  statement  that  was  used  in  the 
Fellows  case. 

Mr.  Healy:  I  do,  sir.  If  I  were  to  indemnify 
someone  for  all  claims — to  quote  the  Declaration  of 
Independence,  "All  men  are  created  equal" — that 
means  all  men 

The  Court:  I  can  follow  you  on  circumstances 
:  where  a  contractor  and  sub-contractor  engage 
themselves  by  contract  and  where  the  purpose  is,  of 
course,  that  the  contractor  shall  not  incur  any  lia- 
bility by  virtue  of  damages  that  might  ensue  [59] 
as  a  result  of  work  done  by  the  sub-contractor,  that 
the  sub-contractor,  unless  he  particularly  engages 
himself  to  that  end,  is  not  engaged  in  the  business 
of  insuring  the  main  contractor  against  his  own 
{misfeasances,  therefore,  that  being  the  case,  more 
particularization  would  be  needed  in  fastening  that 
kind  of  liability  upon  the  sub-contractor. 

Mr.  Healy:  Isn't  that  where  you  get  yourself 
into  the  provisions  that  we  have  right  here  \ 

The  Court:  If  it  was  an  insurance  company 
'whose  business  it  is  to  indemnify,  then  you  would 
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find  the  Courts,  of  course,  extending  and  applying 
the  most  liberal  doctrine  as  to  liability  against  the 
insurance  company,  because  it  is  the  business  of  an 
insurance  company  to  indemnify  against  all  claims 
and  demands.  That  is  what  it  is  doing ;  it  is  getting 
paid  for  the  purpose  of  assuming  that  kind  and  type 
of  liability,  and  hence  the  language  which  is  used 
in  policies  that  delimit  liability  of  an  insurance 
company  are  interpreted  favorably  to  the  insured. 
But  when  .you  have  two  people  who  are  not  in- 
surers but  are  engaged  in  a  different  kind  of  ac- 
tivity, it  would  seem  to  me,  from  what  I  have  read 
on  this  subject,  that  to  impose  upon  one  party  to 
this  kind  of  contract  an  insurance  liability  for 
which  insurance  companies  get  paid  would  be  to 
extend  the  doctrine  with  which  we  are  concerned 
here  beyond  the  limits  of  reason. 

While  counsel  says  it  is  not  against  public  policj 
to  have  [60]  such  an  agreement,  I  think  that  whal 
is  meant  by  that  is  that  it  is  not  against  public 
policy  because  of  the  fact  that  insurance  is  per 
mitted  to  protect  one  against  the  consequences  o\ 
his  own  negligence,  and  it  could  well  be  argued  tha 
since  the  State  permits  a  man  to  pay  for  protectioi 
against  his  own  negligence,  that  there  would  no 
be  anything  against  public  policy  in  allowing  any 
one  to  contract  on  that  basis  to  protect  himsel 
against  his  own  negligence  whether  it  be  with  an  in 
surance  company  or  not. 

But  I  don't  think  we  are  here  concerned  with  an. 
question  of  public  policy.  What  is  before  us  her 
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is  whether  under  the  circumstances  in  which  this 
contract  was  written,  the  status  of  the  parties,  what 

•  their  respective  engagements  were,  what  they  were 
to  do,  the  nature  of  their  work,  the  nature  of  their 

.  relationship  to  one  another  as  to  whether  or  not  by 

■  the  language  contained  in  paragraph  7  of  this  con- 
tract that  that  meant  that  the  sub-contractor  was 
to  become  an  insurer  of  the  main  contractor,  to  pro- 

,  tect  the  main  contractor  against  the  consequences 
of  the  main  contractor's  own  negligence.  That  is 

i  really  the  whole  question,  and  I  don't  think  that 

;  there  is  any  evidenciary  matter  that  is  of  any  con- 
sequence here  except  the  fact  that  we  have  here 

:  two  contractors ;  that  they  made  this  contract  be- 
tween them;  the  nature  of  the  work  in  which  they 

i  were  engaged ;  what  happened,  how  it  happened,  and 

>.  whether  or  not  under  the  circumstances  that  wre 
have  here  that   clause   [61]   means   that  the   sub- 

,  contractor  must  indemnify  the  Austin  Company 
against  the  consequences  of  its  own  negligence. 

We    can    forget    about    the    insurance    company 
which  is  the  plaintiff,  because  it  merely  is  asserting 

:  the  claim  which  has  validity  only  if  it  could  be  as- 
serted by  the  contractor. 

Mr.   Healy:     Oh,   yes,   no   doubt   about   that.     I 

would  like  you  not  to  be  unmindful  of  this 

The  Court :     You  go  ahead. 

Mr.  Healy:     I  didn't  mean  to  interrupt  you;  I 

i  am  sorry. 

The  Court :     You  go  ahead.    I  have  read  during 

i  the  noon  recess  this  case  which  Judge  Erskine  cited, 

'  and  of  course  there  he  cited  that  ease  mainly  be- 
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cause  of  the  fact  that  the  sole  question  before  the 
Appellate  Court  there  was  whether  or  not  the  evi- 
dence was  admissible  to  vary,  to  explain  the  mean- 
ing of  a  provision  of  the  contract  which  was 
ambiguous. 

Mr.  Healy:     And  they  held  it  was. 

The  Court:     The  Appellate  Court  reversed  it. 

Mr.  Healy:     No,  affirmed  it. 

The  Court:  The  Appellate  Court  affirmed  th( 
Trial  Court  in  that  instance  in  letting  the  evidence 
in.  The  Trial  Judge  held  in  the  Pacific  Indemnity 
case  that  the  provision  of  that  contract  did  not 
constitute  an  agreement  to  indemnify  the  contractor 
against  his  own  negligence 

Mr.  Healy:  In  the  light  of  the  explanatory  evi- 
dence. 

The  Court:  But  the  Appellate  Court  did  not 
pass  on  that  [62]  precise  question,  but  merely  held 
that  the  provision  in  the  contract  was  ambiguous. 

The  lower  Court  held  that  it  did  not  bind  the 
subcontractor,  and  the  upper  Court  held  that  be- 
cause the  provision  was  ambiguous,  it  was  proper 
to  admit  evidence.  And  on  that  basis,  Judge  Er- 
skine,  apparently  feeling  that  this  provision  was 
ambiguous,  denied  the  motion  to  dismiss  on  that 
ground.  It  is  true,  I  think,  that  perhaps  if  I  were 
deciding  that  motion  in  the  same  position,  in  the 
exact  same  position  that  Judge  Erskine  was,  I 
would  have  also  denied  the  motion  to  dismiss,  but  I 
would  have  denied  it  or  reserved  a  ruling  on  it, 
on  the  theory  that  the  Court  ought  to  have  more 
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facts  than  circumstances  before  ruling  on  the  effect 
of  the  agreement. 

And  I  think  that  is  a  very  wise  procedure  to 
follow,  because  on  a  motion  you  get  just  what  the 
attorneys  want  you  to  have;  when  you  have  got  all 
of  the  curcumstances,  you  are  in  a  position  to  know 
more  about  the  case  and  perhaps  make  a  juster 
ruling. 

The  provision  in  that  case — I  suppose  you  are 

familiar  with  it 

Mr.  Healy:     Oh,  yes. 

The  Court :    was  even  more  specific  than  the 

provision  in  our  case.  I  am  referring  now  to  the 
provision  in  the  Pacific  Indemnity  case.  The  pro- 
vision in  that  contract  was: 

"You  agree  that  work  described  herein  will 
be  [63]  performed  by  you,  and  as  an  independ- 
ent contractor  and  not  as  an  employee  of  the 
company.  You  will  indemnify  and  save  Com- 
pany harmless  from  and  against  any  and  all 
loss,  damage,  injury,  liability,  and  claims  there- 
for, including  claims  for  injury  or  death  to  com- 
pany's employees  and  damage  to  company's 
property  and  claims  of  liens  of  workmen  and 
materialmen,  howsoever  caused,  resulting  di- 
rectly or  indirectly  from  the  performance  of 
this  agreement;  and  will  obtain  and  maintain 
in  effect  insurance,  including  Workmen's  Com- 
pensation insurance,  to  protect  Company  from 
the  above  in  amounts  satisfactory  to  the  Com- 
pany.' ' 

There  is  a  more  comprehensive  clause  and  still 
the  Court  held  that  ambiguous  in  that  case. 
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Mr.  Heal}*:  There  are  two  or  three  things  that 
you  must  not  lose  sight  of  in  that  case.  That  is  an 
action  for  declaratory  relief  in  which  the  trial 
Court  sitting  without  a  Jury  had  before  him  the 
contract,  and  then  he  received  extraneous  evidence 
to  shed  light  upon  what  the  intent  was.  Then  he 
made  findings  of  fact  and  conclusions  of  law  that 
it  was  never  the  intent  to  cover  the  negligence  of 
the  Standard  Oil  Company.  Then  the  Standard 
Oil's  insurer,  the  P.  I.,  took  it  up  on  appeal,  and 
their  sole  contention  was  that  the  trial  Judge  was 
in  error  in  holding  in  this  way.  That  is  all  [64] 
the  Court  was  really  deciding,  whether  or  not  it 
was  permissible  to  bring  this  parol  evidence  in. 
Once  they  found  it  permissible  to  bring  it  in,  they 
weren't  going  to  disturb  the  findings  of  fact  of  the 
trial  Judge.  I  think  that  should  not  be  lost  sight  of. 

The  Court :     That  is  correct. 

Mr.  Healy:  Judge,  I  would  like  to  say  this,  in 
none  of  these  cases  do  we  find — I  don't  see  how  we 
can  get  away  from  the  fact  in  this  case  that  this 
Viking  Company  agreed  to  carry  insurance.  Now, 
look;  they  agreed  to  carry  insurance,  and  they 
agreed  to  even  name,  under  certain  circumstances — 
if  you  will  look  at  the  third  paragraph  of  that 
Article  XII  back  on  page  3,  they  agreed  under 
certain  circumstances  to  name  the  contractor,  that 
is  the  Austin  Company,  as  an  additional  assured, 
and  they  also  provided  that  certificates  of  all  such 
insurance  should  be  furnished  to  the  contractor. 

Now  I  am  going  to  ask  this  question,  to  pose  this 
question:  Why  is  the  Austin  Company  interested 
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that  the  Viking  Company  have  insurance?  What 
iid  they  care  whether  they  have  insurance  ?  If  it  is 
a  sub-contractor  they  could  commit  all  the  torts  in 
■  he  world  and  Austin  Company  could  not  be  re- 
sponsible, could  they,  under  the  familiar  rule  that 
:here  is  no  imposition  of  tort  liability  between  a 
mb-contractor  and  contractor?  If  they  are  true 
ndependent  contractors — and  that  is  what  they 
,vere  here — there  cannot  be  any  imposition  [65] 
)f  vicarious  liability.  So  what  are  they  talking 
ibout  insurance  for  here  or  lawsuits  ?  Doesn  't  it  all 
lovetail  right  back  that  there  is  a  reason  for  it? 

Your  Honor  said  this,  or  maybe  Mr.  Boyd  said 
t,  that  they  took  this  cost-plus,  a  fixed  fee  con- 
ract.  The  fee  wTas  ten  per  cent.  Can't  we  reason- 
ibly  assume  that  it  would  have  been  cost-plus  only 
right  per  cent  or  something  less,  if  they  did  not 
lave  to  take  this  public  liability  insurance  in  rather 
ligh  amounts?  It  costs  money  to  carry  that  much 
nsurance.  If  it  was  an  ordinary  contractor  putting 
n  a  sprinkler  system  he  would  be  willing  to  do  the 
ob  for  a  little  bit  less  if  he  did  not  have  to  carry 
.mblic  liability  insurance.  That  isn't  an  unreason- 
able assumption.  But  he  is  bound  to  carry  high 
imits,  to  furnish  certificates  of  it  to  the  contractor, 
o  the  Austin  Company,  and  in  certain  instances  to 
:ven  name  the  contractor,  the  Austin  Company,  as 
m  additional  assured. 

:  I  say  why?  What  would  they  care  whether  they 
'ad  insurance  or  not,  unless  there  is  some  meaning 
a  it? 

I  ask  you  again  not  to  lose  sight  of  the  fact — I 
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know  you  won't — but  this  is  a  motion  for  a  non- 
suit and  we  have  got  to  take  this  thing  in  the  light 
most  favorable  to  this  plaintiff. 

I  could  argue  the  law  question,  but  I  am  con- 
vinced I  have  now  covered  everything 

The  Court:  What  you  have  said  would  equally 
apply  to  the  \_66~\  contractor  in  its  relationship  to 
the  United  Airlines.  The  United  Airlines  undoubt- 
edly required  the  contractor  to  carry  public  liability 
insurance. 

Mr.  Healy:  They  may  have;  I  have  never  seen 
the  contract. 

The  Court:  I  assume  they  must  have.  I  don't 
suppose  people  enter  into  a  contract  these  days 
without  requiring  the  contractor  to  furnish  public 
liability  and  compensation  insurance. 

Mr.  Healy:     Let's  forget  compensation. 

The  Court:  As  a  matter  of  fact,  the  owner  al- 
ways insists  upon  that  paragraph,  as  I  recall  it, 
that  the  contractor  have  that  kind  of  insurance, 
and  it  is  regarded  as  a  part  of  the  cost. 

Mr.  Healy:  That  may  be  as  a  practice,  Judge, 
but  we  are  looking  at  this  thing  from  a  legal  stand- 
point. And  we  know  that  there  can  be  no  imposition 
of  liability  upon  the  contractor  for  the  tort  of  the 
independent  sub-contractor  except  under  certain 
circumstances — non-delegable  duties  and  the  like. 

Suppose  some  child  was  around  or  some  visitor, 
and  the  Viking  Company  dropped  a  big  hammer  or 
top  of  his  head,  could  the  Austin  Company  be  held 
for  that  1  Certainly  not.   If  it  came  into  your  Courl 
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you  would  have  to  grant  a  non-suit  against  the 
plaintiff.  [67] 

Why  is  this  Austin  Company  solicitous  here  that 
the  Viking  Company  carry  public  liability  insur- 
ance and  in  certain  instances  name  them?  I  say 
because  it  all  adds  up:  they  intended  to.  This  was 
artfully  drawn;  this  wasn't  just  thrown  together: 
"For  all  claims";  it  can't  be  any  more  universal, 
and  they  have  to  carry  insurance  against  "All 
claims  for  damages,  lawsuits,  etc."  I  don't  like 
that  "et  cetera";  I  say  I  don't  like  it;  I  don't  know 
what  it  means,  but  I  am  not  worried  about  it. 

The  Court:  But  you  have  to  read  the  whole 
clause. 

Mr.  Healy:     Yes. 

The  Court:  And  fairly  reading  the  clause,  you 
find  this:  that  is  starts  out  by  saying  that:  "It  is 
understood  and  agreed  that  vendor" — that  is  the 
Viking  Company 

Mr.  Healy:     Yes. 

The  Court:     "is  fully  covered  with   public 

liability,  Workmen's  Compensation  and  property 
damage  insurance."  That  means,  of  course,  that  the 
vendor  has  protected  itself  against  liability  which 
may  be  against  it  of  any  nature — public  liability — 
jas  it  protected  itself  against  public  liability  or 
Workmen's  Compensation  or  property  damage. 

"It  is  understood  that  the  vendor  is  fully  cov- 
ered"— in  other  words,  that  the  vendor  has  pro- 
jected itself;  then  it  goes  on  to  say:  "And  agrees 
to  protect  and  indemnify  the  buyer  against  all 
blaims  for  damages,  lawsuits,  etc.,  [68]  which  may 
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arise  due  to  difficulties  encountered  while  vendor 
is  servicing  the  operation." 

If  I  were  the  attorney  for  your  opponent  in  the 
matter,  I  would  argue  that  that  provision  is  not 
ambiguous;  that  it  is  clear  that  what  is  referred 
to  there  is  liabilities  that  are  incurred  by  the 
vendor  in  its  operations,  and  not  by  anybody  else; 
and  that  it  is  against  those  failures,  misfeasances 
and  other  activities  of  the  vendor  for  which  insur- 
ance protection  is  to  be  carried  and  should  be  car- 
ried, and  that  that  does  not  mean  that  the  kind  of 
insurance  that  is  spoken  of  there  is  insurance 
against  the  misfeasances  or  negligence  of  some- 
body else,  because  there  is  no  reason  arising  out 
of  the  contractual  relationship  that  anyone  else 
except  an  insurance  company  engaged  in  that  kind 
of  work  should  engage  in  that  kind  of  indemnifying 
arrangement. 

So  that  it  seems  to  me  that  you  can  read  right 
into  the  clause  there  that  what  was  intended  that 
insurance  should  cover  and  the  indemnification  is 
coincident  with  the  kind  of  insurance  that  is  re- 
quired to  be  written. 

Mr.  Healy:  Your  Honor  read  something  here 
that  is  not  there,  if  I  may  respectfully  say  so. 

The  Court:  No,  I  am  reading  the  whole  sen- 
tence. It  is  all  one  sentence.  Let's  read  it  together. 
"It  is  understood  and  agreed  that  vendor  is 
fully  covered  with  public  liability,  Workmen's 
Compensation  [69]  and  property  damage  in- 
surance ' ' 


Now  the  sentence  doesn  't  stop  there. 


vs.  Viking  Automatic  Sprinkler  Co.  105 

Mr.  Healy:     No. 

The  Court:  "and  agrees  to  protect  and  in- 
demnify the  buyer  against  all  claims  for  damages, 
lawsuits,  etc.,  which  may  arise  due  to  difficulties 
encountered  while  vendor  is  servicing  this  opera- 
tion." 

Mr.  Healy:  Yes,  but  you  read  something  else 
in,  Your  Honor,  when  you  read  it  the  first  time 
when  we  were  discussing  it.  Your  Honor  said  after 
the  words  "fully  covered  with  public  liability  insur- 
ance" means  liability  for  its  own  dereliction.  Why 
do  you  read  that  in?  Right  at  that  point  you  read 
that  in  when  you  were  discussing  it  with  me.  Why 
do  you  say  that? 

The  Court :  Because  he  is  the  vendor  under  the 
contract,  Why  should  that  be  interpreted  that  the 
vendor  is  protecting  the  main  contractor?  There 
may  be  a  dozen  sub-contractors  on  the  job. 

Mr.  Boyd :     There  were,  Your  Honor. 

The  Court:  There  may  be  more  than  one  main 
contractor  on  the  job.  Why  should  you  read  that  to 
cover  anything  more  than  the  activities  in  which 
the  vendor  is  engaged  under  its  own  contract  ? 

Mr.  Healy:  I  will  tell  you  why:  Because  in  the 
very  next  clause,  not  a  new  sentence,  this  vendor  is 
agreeing  to  indemnify  the  vendee  or  the  Austin 
Company  for  all  damages  [70]  against  losses.  Maybe 
I  haven't  explained  my  idea  there. 

The  Court:  If  your  interpretation  of  that  is 
correct 

Mr.  Healy:     That  is  the  way  he  has  got  it  there. 
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The    Court:    then   the   clause    "which   may 

arise  due  to  difficulties  encountered  while  vendor  is 
servicing  this  operation"  would  mean  that,  under 
this  provision,  the  vendor  would  be  liable  for  all 
damages  and  claims  which  the  vendee  might  suffer 
during  the  period  of  time  that  the  vendor  was 
functioning  under  this  contract,  irrespective  of 
whether  they  had  anything  to  do  with  the  vendor's 
contract. 

Mr.  Healy:     Oh,  no,  no. 

The  Court:     It  doesn't  say,  "Due  to  the" 

Mr.  Healy :    Yes,  it  does. 

The  Court:  It  says,  "Due  to  difficulties  encoun- 
tered  while   vendor   is   servicing   this   operation." 

Mr.  Healy:     Yes;  that  is  the  Viking  Company. 

The  Court:  It  doesn't  say,  "Difficulties  encoun- 
tered by  the  Viking  Company. ' ' 

Mr.  Healy:  The  vendor  is  the  Viking  Company, 
Judge. 

The  Court:  I  am  just  pointing  that  out  to  you 
as  another  basis.  That  merely  fixes  the  time  period, 
that  is  all  that  does,  while  their  contract  was  in 
effect,  while  the  Viking  Company's  contract  is  in 
effect — if  your  analysis  of  the  meaning  of  this 
language  is  correct,  that  during  that  period  of  time, 
the  Viking  Company  would  be  liable  for  all  loss 
and  [71]  damage  which  vendor  might  suffer  be- 
cause of  any  claims. 

Mr.  Healy :  That  would  be  an  unreasonable  con- 
struction. You  mean  if  somebody  else  got  hurt — — 

The  Court:  It  is  somebody  else  that  is  involved 
here.   It  isn't  the  Viking  Company  that  has  caused 


vs.  Viking  Automatic  Sprinkler  Go.  107 

any  damage  here,  so  if  somebody  else  is  meant  by 
that,  that  is  somebody  else  under  that  provision  of 
the  contract. 

Mr.  Healy:  I  think  that  means  arising  out  of 
their  servicing.  It  is  stipulated  that  these  fellows 
were  employees  of  the  Viking  Company,  they  were 
working  in  the  course  of  their  employment,  and 
they  were  hurt. 

Your  Honor,  again  I  say  I  don't  think  I  have 
made  myself  clear;  I  really  don't.  I  don't  want  to 
labor  the  argument  and  take  up  too  much  of  your 
time 

The  Court :     That  is  all  right. 

Mr.  Healy:  Your  Honor,  the  way  I  read  this 
thing  and  these  provisions  about  insurance  runs  as 
follows :  That  the  only  reason  that  the  Austin  peo- 
ple, who  drew  all  these  contracts,  that  is  true,  were 
solicitous  that  there  be  insurance  on  this  Viking 
Company — because  otherwise  they  wouldn't  care — 
was  because  they,  themselves,  felt  that  if  they  were 
negligent  they  could  look  to  the  Viking  Company 
for  reimbursement ;  but  maybe  the  Viking  Company 
may  be  defunct,  in  liquidation;  maybe  they  can't  do 
it,  so  they  say,  "You  carry  insurance,  and  you  give 
us  these  certificates."  [72] 

Again,  I  say  to  Your  Honor  as  a  lawyer,  you 
can't  get  around  the  fact  that  tortuous  activities 
on  the  part  of  a  sub-contractor  will  not  and  cannot 
impose  liability  on  the  Austin  Company.  Therefore, 
why  would  they  give  a  hang  whether  they  had  insur- 
ance or  not  if  it  was  not  for  the  very  reason  I  dis- 
cussed ? 
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The  Court:  There  may  be  a  number  of  reasons 
why  they  would  want  to  do  it. 

Mr.  Healy:     For  instance'? 

The  Court :  The  work  might  be  stopped  and  the 
contract  might  be  interfered  with  because  of  the 
fact  that  the  vendor  here,  the  sub-contractor 

Mr.  Healy :     The  State  might  step  in  ? 

The   Court:    was  not  able  to  complete  his 

work,  or  there  was  difficulty  against  which  he  was 
not  insured  that  might  be  the  proper  function  of 
the  main  contract,  and  then  they  didn't  want  to  be 
joined. 

Of  course,  the  answer  to  all  of  that  is  that  obvi- 
ously the  Austin  Company  did  not  have  that 
thought  in  mind,  because  they  carry  their  own 
liability  insurance  to  protect  themselves  against 
their  own  liability. 

Mr.  Healy :     For  all  we  know 

The  Court:  That  is  the  clearest  indication  in 
the  world  that  they  did  not  have  any  such  thought 
but  they  were  looking  to  the  vendor,  to  the  sub- 
contractor, for  damages  and  any  [73]  insurance 
company  that  he  might  have  for  that  damage.  They 
just  didn't  have  that  in  mind. 

Of  course,  this  is  a  nice  thought  so  far  as  the 
insurance  carrier  is  concerned,  and  if  it  can, 
through  the  medium  of  subrogation  recoup  any  of 
what  it  is  called  upon  to  pay,  it  is  perfectly  proper 
for  it  to  do  so.  But  you  can't  do  so  unless  the 
Austin  Company  had  this  right  on  its  part.  And  it 
seems  to  me  that  that  is  just  completely  incompat- 
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ible  with  the  circumstances  under  which  this  agree- 
ment was  entered  into  and  with  the  actions  of  the 
Austin  Company  itself.  It  had  its  own  insurance; 
it  had  no  reason  to  worry.  It  had  no  reason  to  ask 
a  sub-contractor  to  protect  it  against  the  conse- 
quences of  its  own  negligence.  It  already  had  ade- 
quate insurance  covering  it.  That  was  within  its 
own  mind,  that  it  wanted  to  protect  against  that, 
and  there  is  no  answer  to  that.  It  is  completely  at 
variance  with  the  way  in  which  a  business  is  ordi- 
narily conducted  and  these  contracts  are  entered 
into. 

I  know  there  has  been  litigation  on  this  very  sub- 
ject, because  we  have  gotten  these  cases  before  us. 
And  they  come  to  us  because  of  the  ingenuity  of 
principals  and  of  competent  lawyers  trying  to  work 
out  ways  by  which  one  who  has  suffered  a  loss  may 
get  some  salvage  on  it  and  get  it  out  of  somebody 
else.  That  isn't  an  unusual  procedure.  And  if  you 
can  do  it,  as  the  fellow  says,  it  is  nice  business,  if 
you  can  get  it.  I  remember  that  being  said  when  I 
was  practicing  law  and  I  [74]  remember  represent- 
ing some  of  these  subrogation  claims.  But  the  ques- 
tion is,  has  the  insurance  company  succeeded  to 
something  that  was  really  a  lawful  and  legal  con- 
tractual right  which  the  party  insured  had  and 
which  arises  by  virtue  of  a  contract. 

Mr.  Healy:  Your  Honor  made  a  remark  there, 
that  the  Austin  Company  need  not  worry  because 
they  had  their  own  insurance. 

While  this  is  outside  the  record,  yet  it  may  come 
in  if  the  case  proceeds,  and  I  don't  think — let  me 
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put  it  this  way:  The  fact  of  the  matter  is  that 
Austin  Company — I  mean  General  Accident  Insur- 
ance insures  Austin  Company  all  over  the  country, 
and  I  think  insures  them  at  a  rate  that  takes  into 
consideration  these  provisions.  This  thing  all  dove- 
tails together. 

The  Court:  I  think  that  would  be  a  very  im- 
provident insurance  company  which  would  base  its 
giving  insurance  coverage  on  the  theory  that  they 
might  get  something  back  by  way  of  subrogation  in 
this  kind  of  a  case.  I  understand  that  is  true  of 
automobile  accident  cases,  that  there  is  always  a 
chance  of  getting  something  back  from  the  other 
party  who  ran  into  the  insured's  automobile  pro- 
ceeding at  an  unlawful  rate  of  speed  at  an  intersec- 
tion, etc.,  etc. 

Mr.  Healy:     Yes. 

The  Court:  But  I  don't  think  in  contract  cases 
that  any  [75]  insurance  company  would  let  that 
enter  into  the  calculation  in  fixing  rates  where 
there  is  general  insurance  issued  of  that  nature, 
that  they  would  have  in  mind  some  particular  con- 
tract by  which  there  may  be  a  possibility  of  making- 
recoupment.  It  might  be ;  I  don't  know. 

Mr.  Healy :  I  was  just  going  to  say  this,  Judge : 
Mr.  Boyd  cited  to  Judge  Brskine,  175  A.L.R.  I 
notice  you  have  it  on  the  desk. 

The  Court:    Yes. 

Mr.  Healy:  At  that  time,  as  I  pointed  out  to 
Judge  Erskine,  in  that  section  that  would  lead  one 
to  think  that  a  very  strict  rule  of  construction  ap- 
plies.   Yet  under  subdivision  G,  page  144,  a  whole 
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section  is  devoted  to  the  subject  of  Building  Con- 
tractors and  Subcontractors,  and  it  would  lead  me 
to  believe,  from  reading  that,  that  the  rule  of  con- 
struction is  not  as  strict  there  as  it  is  in  some  of 
these  other  types  of  relationships  such  as — I  will 
just  read  the  headnotes  here 

The  Court :     I  would  think  that  would  be  so. 

Mr.  Healy:  "Bailments,  innkeepers,  railroad 
companies,  banks" 

All  those  are  under  different  headings 

The  Court:  I  would  think  you  were  right  about 
that;  perhaps  it  ought  to  be  stricter  in  those  par- 
ticular cases. 

Mr.  Healy:  It  is  much  stricter  in  those  cases. 
They  [76]  have  innkeepers  and  pledgees  and  some 
others.  It  seems  to  be  stricter  in  those  other  rela- 
tionships than  it  is  in  the  building  contracts. 

The  Court:  I  wouldn't  think  that  the  decision 
would  be  made  here  on  the  basis  of  whether  the 
construction  should  be  stricter  or  not,  but  rather 
what  is  the  fair  and  proper  construction  under  the 
circumstances. 

Mr.  Healy:  That  is  what  it  means,  yes.  Judge, 
I  have  said  about  all  I  can. 

The  Court:  It  is  true  that  there  are  apparently 
a  lot  of  cases  on  this  question  of  indemnifying 
against  the  principal's  own  negligence. 

Mr.  Healy:  Mr.  Siebold  wanted  to  point  out 
something. 

The  Court:  I  will  take  a  five  minutes  recess  at 
this  time. 

Mr.  Healy:     Thank  you. 
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The  Court :  If  you  are  going  to  present  any  evi- 
dence, it  couldn't  take  very  long,  could  it,  counsel? 
I  am  thinking  in  terms  of  what  to  do  with  the  Jury 
this  afternoon,  that  is  all. 

Mr.  Boyd :     Yes ;  I  will  say 

The  Court:  I  would  think,  so  far  as  the  facts 
are  concerned,  that  you  could  almost  submit  the 
case  without  any  evidence.  What  you  are  going  to 
do  is  to  try  and  lug  in  something  somebody  said  or 
did.  As  a  matter  of  fact,  the  [77]  actual  undisputed 
circumstances  are  already  in. 

Mr.  Boyd:  Except  that  insofar  as  the  Austin 
Company  is  concerned,  there  were  certain  conversa- 
tions and  so  forth  that  they  had  which  would  in- 
dicate that  they  never  had  any  intention  of  bringing 
out  this  hold  harmless  contract. 

The  Court :     That  might  be  after  the  event. 

Mr.  Boyd:  Yes,  subsequent  proceedings,  of 
course,  after  the  negotiation  of  the  contract.  I 
would  think  it  would  probably  take  an  hour  or  so 
to  put  in  the  evidence,  possibly  two  hours. 

The  Court:  I  think  I  will  send  the  Jury  home. 
They  can  come  back  again.  Will  counsel  stipulate 
that  I  can  send  word  to  the  Jury  without  bringing 
them  back  to  the  Court  Room;  that  they  may  be 
excused  under  the  usual  admonition  of  the  Court? 

Mr.  Boyd :    Yes,  Your  Honor. 

Mr.  Healy:    Yes,  Your  Honor. 

The  Court:  I  think  you  had  better  bring  them 
in. 

(Thereupon,  the  Jury  was  brought  into  the 
Court  Room.) 
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The  Court:  Members  of  the  Jury:  The  Court 
and  the  lawyers  are  still  wrestling  with  a  rather 
perplexing  legal  question  here,  so  we  are  going  to 
send  you  home  now.  I  am  sorry  we  had  to  keep 
you  so  long  out  there  in  the  Jury  Room,  but  these 
things  sometimes  take  time.  I  am  not  certain  whether 
we  will  require  you  to  come  tomorrow  morning  at  ten 
o'clock  or  not;  but,  pending  anything  further  that 
you  may  hear,  please  [78]  return  tomorrow  morn- 
ing at  ten  o'clock.  If  it  appears  that  your  services 
will  not  be  necessary  tomorrow  morning  at  ten 
o'clock,  I  believe  the  Clerk  has  ways  of  getting  in 
touch  with  you  and  he  will  let  you  know;  but  as 
things  now  stand,  please  remember  the  admonition 
of  the  Court  and  return  tomorrow  morning  at  ten 
o  'clock.  We  will  recess. 

(Recess.) 

The  Court:  Mr.  Healy,  do  you  want  to  make  a 
further  statement? 

Mr.  Healy:  Judge,  I  really  haven't  very  much 
more  to  say.  I  did  notice  in  this  Pacific  Indemnity 
case,  as  I  pointed  out  to  you  earlier,  that  was  a 

case  in  which 

There  is  something  I  wanted  to  say.  Mr.  Siebold 
asked  me  to  call  it  to  your  attention.  On  this  first 
page,  right  above  insurance,  in  paragraph  6  there 
is  a  provision  concerning  patents.  Did  Your  Honor 
see  that?  It  says: 

"Vendor  agrees  to  hold  and  save  purchaser 
harmless  from  and  against  all  and  every  de- 
mand or  demands  of  any  nature  or  kind  by 
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reason  of  the  use  of  any  patented  invention, 
article  or  appliance,  that  has  been  or  may  be 
adopted  or  used  in  the  construction  of  any  of 
the  material  or  articles  called  for  on  this  pur- 
chase order." 

I  want  to  call  that  to  your  attention,  that  those 
are  seven  different  conditions  which  in  reality  form 
a  part  of  this  [79]  order.  They  were  things  in 
which  the  vendor  agreed,  as  Mr.  Boyd  would  say, 
to  hold  harmless.  There  are  two  different  definite 
things  that  we  might  classify  as  hold-harmless 
agreements. 

I  take  it  that  if  under  that  provision  the  vendor 
were  to  use  some  patented  article,  say  a  valve  of 
some  sort,  and  installed  it,  and  it  was  discovered 
that  that  belonged  to  some  other  firm  or  person 
and  that  they  had  stolen  it,  we  will  say,  or  in- 
fringed upon  their  patents,  and  these  other  people 
came  after  the  Austin  Company  and  they  would  say 
in  effect,  "What  are  you  doing,  using  our  patented 
articles  there?"  Under  that  provision  the  Austin 
Company  could  come  back  to  the  Viking  Company 
and  ask,  request,  demand  and  secure  reimbursement 
for  any  loss  it  might  suffer.  That  is  a  loss  that 
would  be  occasioned  by  the  dereliction  of  the  Vik- 
ing Company  in  the  inception;  but  anybody  who 
continues  to  use  a  patented  article  with  knowledge 
that  it  is  stolen  goods,  I  think  there  is  a  liability 
under  the  law.  I  am  not  familiar  with  patent  law, 
but  in  a  general  way  I  understand  this  to  be  the 
rule:    If  a  person  continues  to  use  an  article  that 
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is  known  to  be  a  stolen  or  copied  article,  there  can 
be  a  liability. 

So  we  see  then  where  this  Sprinkler  Company  is 
obligating  itself  not  only  for  its  own  dereliction 
in  stealing  the  patent  in  the  beginning  but  for  the 
continuing  dereliction  of  [80]  the  use  of  the  thing. 

Again,  we  have  an  instance  right  on  that  same 
page 

The  Court:  Again,  there,  it  must  be  admitted 
that  it  is  only  articles  that  the  Sprinkler  Company 
itself  would  cause  to  be  put  into  the  job,  so  that  it 
is  acts  on  its  own  part  that  are  referred  to.  It 
certainly  couldn't  be  argued,  could  it,  under  the 
provisions  of  paragraph  6  that  have  to  do  with 
patents,  but  that  obligation  would  refer  to  some 
material  that  the  Austin  Company,  for  example, 
would  insist  that  they  furnish  and  that  the  Sprin- 
kler  Company  would  be   compelled  to   use. 

Mr.  Healy:     No. 

The  Court:  You  couldn't  argue  that  there  would 
be  a  liability  under  that  provision  for  that  sort  of 
thing,  could  you?  Because  it  says:  "That  has  been 
or  may  be  adopted  or  used  in  the  construction  of 
any  of  the  material  or  articles  called  for  on  this 
purchase  order." 

Mr.  Healy :  I  see.  Let  us  say  they  put  in  fittings 
or  valves  of  the  Crane  Company.  Maybe  I  didn't 
understand  Your  Honor's  question.  Suppose  it  put 
in  some  valves  that  were  later  developed  to  belong 
to  X.Y.Z.  Corporation,  they  had  the  exclusive  li- 
cense, and  this  Viking  Company  put  them  in  know- 
ing  that   it   was   performing  a   tortuous   act,   the 
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Viking   Company   could  be  held  liable   under  the 
patent  law. 

The  Court:  The  Viking  Company  could  be  held 
liable  by  the  [81]  patentee,  yes. 

Mr.  Healy:  That  is  what  it  is  talking  about, 
suits  by  a  patentee.  Then  suppose  that  knowledge 
came  over  to  the  Austin  Company,  and  there  were 
just  dozens  of  these  valves  all  over  the  place,  and 
they  said,  "All  right;  there  they  are,  we  know  about 
them;  we  aren't  going  to  do  anything  about  them," 
I  think  the  patentee  has  a  remedy  against  the  user 
of  the  article,  too,  from  what  little  I  know  again 
about  patent  law.  So  again  there  would  be  two 
independent  tortuous  acts;  one,  the  putting  in  to 
begin  with;  and,  second,  the  continued  use  by  the 
Austin  people;  and  the  Austin  people  would  be 
able  under  this  paragraph  6  as  I  read  it,  to  require 
the  Viking  Company  to  hold  it  harmless  for  the 
dereliction  of  the  Austin  Company  itself,  the  in- 
dependent dereliction,  the  continued  user  derelic- 
tion. 

The  Court:  That  would  be  a  strained  sort  of 
philosophy  to  inject  into  these  kind  of  contracts; 
for  example,  we  will  say  the  Austin  Company  would 
specify  that  you  had  to  use  Crane  pipe  No.  422,  of 
such  and  such  specifications 

Mr.  Healy:     Yes. 

The  Court:  Say  pursuant  to  that  specification, 
the  Viking  Company  would  use  that,  and  they 
would  find  that  after  they  used  it  that  the  patentee 
came  along  and  sued  them  and  also  sued  the  Austin 
Company  for  continuing  user.   Now,  would  it  be  a 


vs.  Viking  Automatic  Sprinkler  Co.  1 17 

fair  interpretation  of  that  provision  of  the  con- 
tract [82]  under  these  circumstances  that  the  Vik- 
ing Company  would  have  to  defend  the  suit  against 
the  Austin  Company  to  hold  the  Austin  Company 
harmless  from  liability1? 

Mr.  Healy:  Isn't  that  what  it  says:  "All  and 
every  demand  or  demands."  Again  we  get  our  old 
word  "all";  it  can't  be  any  more  than  all  demands. 

The  Court:  If  that  is  the  sole  basis  of  the  con- 
tention here,  I  think,  as  we  told  the  Jury,  that  we 
do  not  check  our  common  sense  at  the  entrance  to 
the  Courtroom  and  that  that  would  be  so  unfair  an 
interpretation  of  the  contract  that  good  conscience 
would  rebel  against  adopting  it.  It  isn't  the  sort  of 
thing — we  don't  just  foist  secret  and  unfair  obliga- 
tions of  that  kind;  we  don't  interpret  contracts 
except  in  a  way  that  would  justly  effectuate  the 
agreed  purposes  of  the  contract.  Unless  the  parties 
have  elected  with  their  eyes  open  to  perforin  some 
contract  that  would  appear  on  its  face  to  be  very 
burdensome,  the  Court  is  not  going  to  put  that 
burden  on  them.  Of  course,  we  do  not  make  a  new 
contract  for  the  parties,  that  is  true;  but  in  inter- 
preting the  contract  we  do  not  do  something  in  the 
way  of  interpretation  that  would  really  be  unjust. 

The  Insurance  Company  would  pay  this  claim 
here.  Personally,  my  view  of  the  matter  is  that  it 
would  be  extremely  unjust,  Mr.  Healy,  to  foist  this 
kind  of  liability  under  the  terms  of  this  contract 
on  the  Viking  Company.  Under  the  [83]  back- 
ground of  the  circumstances  here  involved,  it  would 
be  ridiculous  to  assume  that  the  Viking  Company 
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was  undertaking  to  hold  the  other  company  harm- 
less from  what  might  be  the  most  grievous  of 
misfeasances  that  it  might  commit,  the  most  negli- 
gent acts  of  omission  by  which  employees  might 
be  hurt,  or  third  persons  lawfully  invited  on  these 
premises  might  suffer.  It  doesn't  seem  to  me  to  be 
reasonable. 

I  appreciate  that  the  Courts  seem  to  have  con- 
cerned themselves  with  some  cases  of  this  kind  in 
the  past,  but  at  least  in  the  two  California  cases 
that  were  cited, — although  in  one  case  the  liability 
was  recognized,  was  approved  by  the  Court,  and  the 
other  one  it  wasn't;  but  in  both  cases  the  provisions 
involved  were  certainly  more  specific  and  in  neither 
of  those  cases  was  the  Court  called  upon  to  inter- 
pret such  a  broad  word  as  "all  claims."  Even  in 
the  case  of  general  releases  where  "all  claims"  are 
mentioned,  they  still  have  to  have  a  reasonable,  per- 
tinent and  material  relationship  to  the  objects  and 
purposes  of  the  contract  as  disclosed  by  the  contract 
against  the  background  of  the  circumstances  in 
which  they  are  entered  into. 

I  don't  think  that  would  be  right,  Mr.  Healy;  it 
doesn't  seem  to  me  that  that  interpretation  would 
be  proper  under  the  circumstances  as  they  appear 
here  so  far. 

Mr.  Healy:  I  have  just  two  more  thoughts  and 
I  will  rest,  Judge,  if  I  may  be  allowed  to.  [84] 

The  Court :  If  this  weren  't  a  Jury  case,  I  would 
be  very  glad  to  extend  further  time  to  you, 

Mr.  Healy :     Yes,  I  understand. 

The   Court:     to   present   anything  that  you 
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wish  in  connection  with  the  matter.  We  do  have  a 
Jury  case  before  us,  and  I  think  that  cases  of  this 
nature  should  be  promptly  disposed  of. 

Mr.  Healy:     Absolutely. 

The  Court:  I  don't  want  to  take  any  snap  judg- 
ment in  the  case,  but  a  Judge  does  have  to  rule  on 
these  matters  when  they  come  up  in  the  course  of 
the  trial  and  procrastination  is  worse  than  no 
decision  at  all  sometimes.  It  is  better  to  determine 
these  questions  and  if  there  is  dissatisfaction  there 
is  always  the  right  of  appeal. 

Go  ahead  with  what  you  have  to  say. 

Mr.  Healy:  These  are  the  thoughts.  When  I 
was  commenting  upon  paragraph  6  it  was  merely 
to  point  out  that  in  these  seven  conditions  there 
are  two  distinct  provisions  concerning  themselves 
with  holding  the  Austin  Company  harmless.  Now, 
if  you  construe  those  two  together  and  keep  in 
mind  Article  XII  that  provides  for  insurance,  does 
it  not  become  all  the  more  cogent  that  7,  which 
concerns  itself  with  public  liability  and  damages 
for  personal  injuries  and  the  like — that  that  is  a 
whole  article  devoted  to  the  obligation  of  the  sub- 
contractor to  carry  the  type  of  insurance  [85]  that 
would  cover  the  liability  I  contend  for  under  7. 

Under  6  I  don't  say  that  there  is  any  correspond- 
ing type  of  insurance  to  cover  Viking  Company  for 
any  dereliction  it  might  have  in  the  field  of  patents. 
In  other  words,  if  Your  Honor  construes  6  as  only 
to  cover  tortuous  acts  in  the  field  of  patents  as  of 
the  torts  of  the  Viking  Company  itself  and  not  any 
torts  over  here  by  the  Austin  Company,  doesn't  the 
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whole  thing  become  more  apparent  thenl  The  Aus- 
tin Company  doesn't  agree  to  that,  and  therefore 
they  do  not  require  them  to  carry  insurance.  But 
when  you  get  over  into  the  personal  injury  field  it 
requires  them  to  carry  insurance.  That  is  Number 
One.  However,  I  won't  labor  it  any  further.  If  I 
said  it  fifty  times,  I  couldn't  say  it  any  more  clearly. 
That  is  that  point.  Again  we  are  construing  things. 
I  want  to  call  Your  Honor's  attention  to  this 
language  in  the  Pacific  Indemnity  case — how  much 
stronger  it  is ;  it  says : 

"You  will  indemnify  and  save  Company 
harmless  from  and  against  any  and  all  loss, 
damage,  injury,  liability,  and  claims  therefor, 
including  claims  for  injury  or  death  to  Com- 
pany's employees  and  damage  to  Company's 
property  and  claims  of  liens  of  workmen  and 
materialmen,  howsoever  caused,  resulting  di- 
rectly or  indirectly  from  the  performance  of 
this  agreement."  [86] 

Now,  I  daresay  to  Your  Honor  that  if  the  Trial 
Judge  had  gone  the  other  way  and  had  decided  as 
a  factual  matter  that  he  thought  this  covered  the 
negligence  of  the  Standard  Oil  Company  as  well  as 
the  negligence  of  the  Electric  Company,  that  the 
Court  on  review  would  have  affirmed  it.  I  daresay 
so.  I  do  not  think  that  is  any  stronger.  There  are 
more  words,  but  again  it  doesn't  do  the  thing  that 
Mr.  Boyd  claims  must  be  done  exclusively  in  haec 
verba  cover  the  negligence  indemnity.  It  doesn  't  do 
that;  it  just  says,  "against  any  and  all  loss,  dam- 
age, injury,  liability,  and  claims  therefor,  howso- 
ever caused." 
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Now,  if  you  can  put  in  "howsoever  caused"  you 
can  put  in  the  time,  place  and  everything  else.  If 
it  is  "all  claims"  it  can't  be  more  all-embracing. 
That  is  my  second  thought. 

The  Court:  On  that  subject  you  have  a  further 
clause  here  that  would  throw  grave  doubt  as  to 
whether  or  not  this  clause  7  means  "all  claims  how- 
soever caused,"  because  the  provision  here  is: 

"Agrees  to  protect  and  indemnify  the  buyer 
against  all  claims  for  damages,  lawsuits,  etc., 
which  may  arise  due  to  difficulties  encountered 
while  vendor  is  servicing  this  operation." 

Now,  would  you  say  that  a  difficulty  encountered 
by  the  vendor  while  servicing  this  operation  would 
be  a  misfeasance  of  the  vendee  1 

Mr.  Healy:  The  vendor  is  the  Viking  Company. 
You  mean  [87]  the  other  way,  don't  you  1 

The  Court :  Would  you  say  that  a  difficulty  en- 
countered while  the  Viking  Company  is  servicing 
this  operation  refers  to  and  would  include  a  mis- 
feasance and  negligence  of  the  Austin  Company? 

Mr.  Healy:  I  am  really  sorry;  I  don't  get  Your 
Honor's  question.  I  hesitate  to  answer  it;  I  just 
don't  understand  it. 

The  Court:  All  right;  I  will  put  it  to  you  this 
way:  In  the  other  cases  there  is  a  clause  in  the 
contract  that  provides  that  there  shall  be  an  in- 
demnification and  saving  harmless  against  all  claims 
and  demands  howsoever  they  may  be  caused.  This 
contract  does  not  say  that.  This  says, 

"All  claims  for  damages,  lawsuits,  etc., 
which  may  arise  due  to  difficulties  encountered 
while  Viking  is  servicing  this  operation." 
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Mr.  Healy:     Yes. 

The  Court:  Would  you  say  that  "difficulties  en- 
countered while  Viking  is  servicing  this  operation' ' 
would  by  any  stretch  of  the  imagination  refer  to 
damages  resulting  from  the  sole  negligence  of  the 
Austin  Company?  Would  that  be  a  difficulty  which 
Viking  would  encounter  in  its  operations  under  the 
contract  ? 

Mr.  Healy:  No,  I  think  it  means  that  it  must 
touch  or  concern  some  Viking  operation,  although 
the  Viking  Company  [88]  need  not  be  the  tortuous 
one. 

The  Court:  But  isn't  that  a  description  of  the 
meaning  of  "all  claims"  that  is  referred  to  there? 

Mr.  Healy:  I  would  never  contend  if  a  work- 
man of  X  Company  some  distance  removed  in  time 
and  in  place — let  us  say  in  place,  but  say  the  time 
was  the  same — some  distance  removed  from  the 
Viking  operation — was  injured  through  the  derelic- 
tion of  Austin  men — I  don't  think  that  this  was 
ever  intended  to  hold  Viking  for  it.  I  think  that  it 
all  had  to  arise  out  of  the  Viking  operation.  And 
it  is  stipulated  here  that  these  two  men  were  em- 
ployees of  and  within  the  course  of  their  employ- 
ment on  the  job.  That  is  all  I  think  that  means, 
Judge. 

The  last  point  is  this :  Let  me  put  it  this  way :  In 
this  P.  I.  case  they  quoted  from  Murray  vs.  Texas 
Company,  a  South  Carolina  case.  I  will  just  read 
this  sentence. 

"We  think  the  Trial  Judge  properly  refused 
to  grant  the  motion  for  a  directed  verdict  on 
this  ground." 
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1  do  not  have  who  was  moving  for  a  directed  ver- 
dict, but  it  must  have  been  the  defendants;  they 
are  generally  the  ones,  though  I  am  not  sure. 

"As  stated  by  him,  the  provision  of  a  con- 
tract relieving  one  of  the  parties  thereto  from 
liability  for  his  or  its  own  negligence  should 
be  [89]  clear  and  explicit.  While  it  is  true  that 
the  language  used  in  the  quoted  provision  of 
the  contract  before  us,  that  the  agent  shall  hold 
the  company  'harmless  from  all  claims,  suits 
and  liabilities  of  every  character  whatsoever 
and  howsoever  arising  from  the  existence  or 
use  of  the  equipment  at  said  station,'  is  broad 
and  comprehensive,  it  is,  as  stated  by  the  Court 
below,  provocative  of  some  doubt. ' ' 

Now,  I  contend  that  at  the  most  this  thing  is 
provocative  of  doubt,  and  I  am  standing,  and  my 
clients  have  asked  me  to  stand  on  our  legal  rights. 
This  is  a  motion  to  dismiss.  And  I  say  that  if  the 
Court  has  taken  the  view— though  I  thought  it  was 
the  rule  otherwise— that  we  are  to  explain  the 
doubts,  then  I  should  be  at  least  allowed  to  bring 
back  Mr.  Johnson  again  on  that  very  question.  We 
could  take  that  evidence  without  waiting  for  tomor- 
row and  the  Jury;  we  could  take  it  out  of  the 
presence  of  the  Jury  and  if  it  goes  one  way,  it 
could  be  read  to  the  Jury.  Is  it  not  the  rule  on  a 
motion  to  dismiss  if  the  plaintiff  has  failed  in  any 
particular  item  of  proof  he  should  be  allowed  to 
supply  that  missing  link,  so  to  speak  ? 
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Certainly  if  what  I  have  been  informed — and  I 
don't  know,  but  that  is  what  I  want  to  explore — 
that  this  Company,  this  Viking  Company  are  in- 
sured by  an  insurance  company — [90]  I  have  been 
told  it  is  the  Firemen's  Fund — and  they  have  a 
contractual  rider  on  their  policy,  or  rather  a  rider 
to  cover  contractual  liability  and  they  paid  an 
extra  premium  for  that,  I  submit  that  it  has  proba- 
tive value. 

The  Court:  Against  what  liability  do  you  say 
they  are  insured? 

Mr.  Healy :  I  would  say  then  it  would  be  against 
their  liability 

The  Court:  You  say  that  they  are  insured 
against  negligence  of  the  contractor  in  this  case, 
of  the  Austin  Company  % 

Mr.  Healy :  Judge,  I  don 't  want  to  say  anything 
that  I  couldn't  prove.  I  have  never  seen  it,  and  it 
is  pure  hearsay  to  me. 

The  Court:  I  can't  convert  the  case  into  a  dis- 
covery proceeding.  Maybe  the  other  side  would 
stipulate,  subject  to  its  materiality. 

Mr.  Healy:  We  are  entitled  to  question  these 
adverse  witnesses,  aren't  we? 

The  Court:  Yes,  that  is  true,  but,  of  course,  I 
think  that  proper  caution  should  dictate  to  you  not 
to  ask  something  like  that  unless  you  are  fairly 
certain  that  you  are  going  to  get  a  favorable  an- 
swer. If  you  asked  that  question  and  it  developed 
that  it  wasn't  true,  you  would  be  much  worse  off 
than  you  are  now.  I  think  that  is  something  that 
you  should  have  discovered  before  the  trial,  not  in 


vs.  Viking  Automatic  Sprinkle?'  Co.  125 

the  trial.  However,  [91]  I  am  not  meaning  to  be 
critical;  I  am  just  merely  suggesting  that  that 
might  be  harmful  to  you  to  present.  That  is  a  mat- 
ter which  should  have  been  gone  into  before  the 
trial  commenced. 

Mr.  Healy:  I  believe  under  the  rules  here,  that 
are  the  same  as  the  State  Eules,  I  can  question  an 
adverse  witness  without  being  bound  by  his  adverse 
answers. 

The  Court:  Yes,  but  if  you  weren't  bound  by 
their  answers,  there  would  still  be  in  the  record 
something  that  would  be  very  strong  against  you 
as  to  the  intention  on  the  part  of  the  other  side. 
I  don't  think  that  would  particularly  avail  you. 

Mr.  Healy:  We  ask  permission  to  question  the 
man  along  those  lines. 

The  Court:  Of  course,  we  have  got  a  Jury  here 
now. 

Mr.  Healy:  I  say  why  couldn't  we  do  that  right 
now  here?    I  don't  know.   If  it  developes  that 

The  Court:  Of  course,  the  Jury  wouldn't  hear 
the  witness  testify.  If  it  would  determine  that 
there  was  some  factual  matter,  why,  that  might  pos- 
sibly go  to  the  Jury.  I  don't  know  that  there  is 
anything  so  far — there  certainly  isn't  anything  in 
your  case  as  it  is  now  submitted  that  requires  any- 
thing to  go  to  the  Jury.  Your  opponent  could  rest 
the  case  now. 

Mr.  Healy:  That  is  a  correct  statement.  I  be- 
lieve, if  my  contentions  are  correct,  if  there  were  no 
more   evidence,   [92]   Yonr  Honor  would   have  to 
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instruct  the  Jury  to  return  a  verdict  for  the  plain- 
tiff, I  would  think,  because,  as  you  say,  there  is  no 
factual  issue,  there  is  no  dispute. 

The  Court:  I  don't  know.  Your  opponent  says 
that  he  wanted  to  present  some  evidence  as  to  con- 
versations held  afterward,  which  I  think  in  all 
probability  might  be  excluded  because  of  the  fact 
that  it  has  no  reasonable  relationship  to  the  time  in 
which  the  contract  was  entered  into  and  did  not 
form  a  part  of  the  making  of  the  contract,  unless 
it  would  be  admitted  as  evidence  of  some  sort  of  an 
adverse  admission.  That  would  be  the  only  theory 
upon  which  it  could  be  proper. 

Mr.  Healy:  May  I  intrude  on  Your  Honor's 
thoughts?  Back  again  to  this  question  of  discovery 
procedure 

The  Court:  I  am  perfectly  willing  if  counsel  is 
willing,  in  the  absence  of  the  Jury;  but  I  don't  see 
how  we  could  do  that  in  connection  with  this  mat- 
ter that  is  pending  before  us  without  reopening  the 
matter  and  interrogating  the  witness  if  you  wish  to 
pursue  that  inquiry;  but  I  think  we  would  have  to 
do  it  in  the  presence  of  the  Jury. 

Mr.  Healy:  The  testimony  could  be  read  to  the 
Jury. 

The  Court,:  Well,  if  you  wanted  to  enter  into 
some  sort  of  a  stipulation,  that  is  agreeable. 

Mr.  Boyd:  Your  Honor,  I  haven't  said  anything 
for  some  time ;  I  have  been  waiting. 

The  Court:  You  were  very  wise.  It  is  always 
the  safer  [93]  and  smarter  thing  not  to  say  much 
when  the  Judge  is  talking  for  you. 
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Mr.  Boyd:  I  appreciate  that,  Your  Honor,  but 
I  really  don't  know  what  Mr.  Healy  hopes  to  prove 
by  these  questionings.  I  would  like  to  ask  what  he 
expects  to  prove  by  further  questioning.  Maybe  I 
will  stipulate. 

The  Court:     What  is  it? 

Mr.  Boyd:  In  other  words,  I  will  stipulate  the 
Viking  Company  carried  insurance  for  many,  many 
years,  there  is  no  question  about  that,  to  protect 
themselves  for  liability  imposed  upon  them  by  law, 
just  the  same  as  Austin  Company  carries  insurance 
with  the  General  Accident  Insurance  Corporation 
to  protect  them  for  liability  imposed  upon  them  by 
law.  There  is  no  doubt  in  the  world  about  that. 
But  my  objection  was  made  on  the  materiality  of 
the  questioning,  particularly  when  the  vendor-ven- 
dee agreement  merely  states  in  effect  that  the 
vendor  represents  that  it  will  carry  insurance.  That 
has  nothing  to  do  with  the  hold-harmless  part  of  the 
agreement.  And  certainly  Viking  Company  has  no 
coverage  that  agrees  to  assume  liability  for  the  sole 
negligence  of  the  Austin  Company.  It  would  just 
be  ridiculous  to  even  ask  them  to  pay  for  such 
insurance,  particularly  when  the  Austin  Company 
already  carries  insurance. 

The  Court :  Have  I  made  myself  clear  1 
Mr.  Healy:  You  have  made  yourself  clear,  but 
I  think  [94]  counsel  has  evaded  the  issue;  that  is, 
that  we  are  talking  informally,  the  Firemen's  Fund 
Indemnity  Company  wrote  a  letter,  and  that  is  the 
source  of  my  information,  back  to  the  Austin  Com- 
pany.  These  letters  that  we  put  in  evidence  by  the 
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Austin  Company  to  the  Viking  were  apparently 
referred  to  the  Firemen's  Fund.  I  haven't  the  let- 
ter, but  the  gist  of  it  was,  "We  respectfully  decline 
liability  for  your  claim."  They  never  contended 
that  they  did  not  insure  on  it;  they  just  denied 
liability. 

Furthermore,  I  am  told  by  Mr.  Siebold  that  the 
manager  of  Firemen's  Fund  told  them  that  there 
was  a  contractual  rider  on  their  policy.  Counsel 
particularly  said  they  never  insured  against  the 
sole  negligence  of  Austin.  That  is  an  argument, 
but  ordinarily  you  do  not  have  contractual  riders 
on  policies  unless  there  is  a  reason  for  it,  and  I 
think  it  has  probative  force. 

The  Court:  Then  that  is  something  that  you 
should  have  inquired  into  before  the  case  was  filed, 
and  then  maybe  you  could  have  joined  Firemen's 
Fund  as  a  defendant  and  let  the  two  insurance 
companies  fight  it  out.  In  my  opinion,  that  would 
have  been  a  more  just  and  appropriate  way  to 
determine  it. 

Mr.  Healy:  That  is  what  they  are  doing  in 
effect,  anyway ;  we  all  know  that — I  mean,  in  effect. 
I  don't  think  there  is  any  doubt  but  what  the 
Viking  Company  is  being  protected  [95]  by  the 
Firemen's  Fund  in  this  very  suit. 

Mr.  Boyd :  Well,  certainly,  counsel,  I  think  that 
you  will  agree  that  the  Firemen's  Fund  stands  in 
the  same  position  as  the  Viking  Company,  the  same 
as  your  concern  does  as  to  Austin. 

Mr.  Healy :     That  is  right. 

Mr.  Boyd:     So  we  are  right  back  to  where  we 
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started:    What  is  the  agreement  between  the  two 
companies  ? 

The  Court:  I  think  you  are  correct  about  that, 
yes. 

Is  this  motion  submitted? 

Mr.  Healy:  I  ask  permission  to  question  that 
man  upon  his  policy.  I  think  you  can  take  that 
outside  of  the  presence  of  the  Jury. 

The  Court:  To  save  your  record  in  the  matter, 
I  will  hold  that  that  is  immaterial,  and  I  will  sus- 
tain the  objection  to  that  testimony  as  to  the  pur- 
pose for  which  it  is  sought. 

Mr.  Healy:  It  will  be  understood  that  I  have 
asked  the  question  clearly,  we  all  understand  the 
force  of  it,  and  it  was  argued. 

The  Court :  It  will  be  understood  that  you  have 
asked  the  same  question  again  that  you  asked  previ- 
ously, and  that  I  sustained  the  objection  on  the 
ground  that  that  is  immaterial  to  the  resolution  of 
this  question. 

Mr.  Healy :     Very  well.  [96] 

The  Court :  So  that  your  rights  are  protected, — 
at  the  conclusion  of  plaintiff's  presentation  of  its 
case,  the  defendant  has  made  a  motion  to  dismiss 
this  case. 

It  appears  to  the  Court,  upon  the  evidence  pre- 
sented in  behalf  of  plaintiff,  that  there  has  been  a 
failure  to  present  facts  sufficient  to  sustain  the 
allegations  of  the  complaint  in  this  case. 

In  the  opinion  of  the  Court,  paragraph  7  of  the 
contract    between   the   defendant   and   the   Austin 
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Company  does  not  give  rise  to  a  cause  of  action  on 
behalf  of  the  plaintiff  to  recover  for  the  damages 
paid  and  expenses  incurred  due  to  the  negligence  of 
the  Austin  Company. 

In  my  opinion,  the  provision  of  the  contract 
itself  is  not  susceptible  to  that  interpretation.  The 
case  is  different  from  the  cases  cited  which  were 
decided  by  the  California  Courts  where  provisions 
of  contracts  somewhat  comparable  were  involved, 
because  in  those  cases  the  contracts  specifically  pro- 
vided that  the  alleged  indemnitor  should  assume 
liability  for  all  claims  and  damages  however  caused 
during  the  performance  of  their  contract. 

The  particular  provision  of  the  contract  in  this 
case  is  limited,  and,  in  my  opinion,  does  not  fall 
within  the  purview  of  the  rule  asserted  in  the  Cali- 
fornia cases  that  have  been  referred  to. 

I  think  there  is  nothing  presented  by  way  of  evi- 
dence in  [97]  this  case  that  would  justify  the 
submission  of  the  case,  and  there  is  nothing,  so 
far  as  I  can  see,  that  could  be  presented  by  the 
defendant  that  would  aid  the  Court  in  determining 
the  matter.  All  of  the  circumstances  that  are  neces1 
sary  for  an  evaluation  of  the  liability  of  the  de- 
fendant are  before  the  Court,  having  been  presented 
by  the  plaintiff  in  this  case,  and  anything  beyond 
that  would  consist  of  hearsay  or  ex  post  facto  dis- 
cussions which  would  not  be  legally  pertinent  so 
far  as  the  issue  of  the  interpretation  of  this  provi- 
sion of  the  contract  is  concerned. 

Accordingly,  the  Court  will  grant  the  motion  for 
a  dismissal  upon  a  finding  of  the  Court  that  the 
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evidence  affirmatively  shows  that  the  liability  as- 
serted does  not,  under  the  contract  between  the 
parties,  rest  upon  the  defendant  in  this  case. 

I  think,  under  the  provisions  of  the  rule,  that 
findings  should  be  presented  on  the  motion  to  dis- 
miss even  though  it  is  a  jury  case.  It  would  serve 
to  indicate  in  a  factual  way  the  basis  upon  which 
the  ruling  of  the  Court  is  made. 

Certificate  of  Reporter 
I,  W.  A.  Foster,  Official  Reporter  and  Official  Re- 
porter, pro  tern,  certify  that  the  foregoing  transcript 
of  98  pages  is  a  true  and  correct  transcript  of  the 
matter  therein  contained  as  reported  by  me  and 
thereafter  reduced  to  typewriting  to  the  best  of  my 
ability. 

/s/  W.  A.  FOSTER. 
[Endorsed]  :     Filed  March  26,  1951.  [98] 


[Title  of  District  Court  and  Cause.] 

CERTIFICATE  OF  CLERK 
TO  RECORD  ON  APPEAL 

I,  C.  W.  Calbreath,  Clerk  of  the  United  States 
District  Court  for  the  Northern  District  of  Cali- 
fornia, do  hereby  certify  that  the  foregoing  and 
accompanying  documents  and  exhibits,  listed  below, 
are  the  originals  filed  in  this  Court  in  the  above- 
entitled  case  and  that  they  constitute  the  record  on 
appeal  herein  as  provided  in  the  stipulation  of 
attorneys  for  record  on  appeal : 
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Complaint  for  damages. 
Notice  of  motion  to  dismiss. 

Order   denying  motion   to   dismiss    (Judge   Er- 
skine,  July  24, 1950). 
Answer. 

Findings  of  fact  and  conclusions  of  law. 
Decree. 

Notice  of  appeal. 
Stipulation  for  record  on  appeal. 
One  volume  of  testimony. 
Plaintiff's  exhibit  1. 
Plaintiff's  exhibit  2. 
Plaintiff's  exhibit  3. 
Plaintiff's  exhibit  4. 
Plaintiff's  exhibit  5. 

In  Witness  Whereof  I  have  hereunto  set  my 
hand  and  affixed  the  seal  of  said  District  Court 
this  30th  day  of  March,  1951. 

[Seal]  C.  W.  CALBREATH, 

Clerk. 

By  /s/  D.  M.  TAYLOR, 
Deputy  Clerk. 
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[Endorsed]  :  No.  12889.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  General  Accident 
Fire  and  Life  Assurance  Corporation,  Ltd.,  a  cor- 
poration, Appellant,  vs.  Viking  Automatic  Sprin- 
kler Company,  a  corporation,  Appellee.  Transcript 
of  Record.  Appeal  from  the  United  States  District 
Court  for  the  Northern  District  of  California, 
Southern  Division. 

Filed  March  30,  1951. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 
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[Title  of  Court  of  Appeals  and  Cause.] 

STIPULATION  FOR  CONSIDERATION  OF 
ORIGINAL  EXHIBITS  BY  COURT  WITH- 
OUT NECESSITY  OF  REPRODUCTION 
IN  THE  RECORD 

It  is  Hereby  Stipulated  by  and  between  appellant 
and  appellee,  through  their  respective  counsel,  that 
all  the  original  exhibits  introduced  in  evidence  in 
the  District  Court,  except  Plaintiff's  Exhibit  No.  1, 
may  be  considered  by  this  Court  and  referred  to  by 
counsel  in  their  original  form  without  the  necessity 
of  reproduction  in  the  record. 

Dated:     April  3,  1951. 

HEALY  &  WALCOM, 

/s/  JOHN  J.  HEALY, 

Attorneys  for  Appellant. 

BOYD,  TAYLOR  & 
#  REYNOLDS, 

/s/  ROBERT  F.  REYNOLDS, 
Attorneys  for  Appellee. 

So  Ordered: 

/s/  WILLIAM  HEALY, 
Chief  Judge. 

/s/  WM.  E.  ORR, 

United  States  Circuit  Judge. 
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Appeal  from  the  United  States  District  Court,  Northern 
District  of  California,  Southern  Division. 


APPELLANT'S  OPENING  BRIEF. 


STATEMENT  OF  THE  PLEADINGS  AND  FACTS  DIS- 
CLOSING BASIS  OF  COURTS'  JURISDICTION. 

This  is  an  appeal  from  a  judgment  or  decree,  as  it 

was  called,  entered  in  the  United  States  District  Court, 

Northern  District  of  California,  Southern  Division,  on 

the  30th  day  of  January,  1951,  dismissing  appellant's 

complaint. 

The  District  Court  had  jurisdiction  of  the  cause 
under  the  provisions  of  Title  28  U.S.C.A.,  Section 
1332-2. 


The  United  States  Court  of  Appeals  for  the  Ninth 
Circuit  has  jurisdiction  upon  appeal  to  review  the 
judgment  of  the  District  Court  below  under  the  pro- 
visions of  Title  28  U.S.C.A.,  Section  1291. 


STATEMENT  OF  THE  CASE. 

The  printed  record  on  appeal  consists  of  the  plead- 
ings and  formal  documents  (page  3-page  24);  the 
opening  statements  of  counsel  (page  26-page  55) ; 
certain  stipulations,  receiving  of  documents  in  evi- 
dence, and  questions  propounded  to  the  witness  John- 
son (page  55-page  80) ;  defendant's  motion  to  dismiss 
together  with  arguments  of  counsel  and  discussions 
with  the  Court  (page  80-page  131).  The  case  was 
tried  by  the  Court  sitting  with  a  jury.  At  the  con- 
clusion of  the  appellant's  case  the  appellee  moved  to 
dismiss  (R.  80),  which  motion  was  granted  (R.  129). 

The  appellant,  a  corporation  organized  under  the 
laws  of  Great  Britain,  was  authorized  to  conduct  an 
insurance  business  in  California  and  had  issued  a 
comprehensive  liability  insurance  policy  to  the  Austin 
Company.  The  Austin  Company  being  engaged  in 
the  construction  business  had  a  contract  to  erect  cer- 
tain buildings  for  the  City  and  County  of  San  Fran- 
cisco at  the  Mills  Field  Air  Port,  The  Austin  Com- 
pany engaged  the  appellee,  Viking  Company,  as  a 
subcontractor  to  install  a  sprinkling  system  in  these 
buildings.  The  contract  was  in  writing  and  is  set 
forth  beginning  at  R.  56. 


Two  workmen,  named  Estrada  and  Taylor,  who 
were  employees  of  the  Viking  Company,  while  work- 
ing on  the  job  at  Mills  Field  and  within  the  course 
of  their  employment  were  injured  solely  as  a  result 
of  the  negligence  of  the  Austin  Company.  (R.  28,  73.) 
Estrada  obtained  a  judgment  against  the  Austin  Com- 
pany in  a  State  Court  in  California  for  $12,500. 
Taylor's  claim  was  settled.  The  appellant  pursuant 
to  its  policy  of  public  liability  insurance  and  on  be- 
half of  its  assured  the  Austin  Company  paid  Estrada 
the  amount  of  the  judgment,  made  the  settlement  with 
Taylor,  and  paid  other  sums  for  attorneys'  fees  and 
expenses.  The  total  amount  of  all  of  these  payments 
amounted  to  $19,458.24.  These  facts  were  stipulated 
and  agreed  to.  (R.  72.)  That  they  were  reasonable 
was  not  questioned.  (R.  73.) 

Appellant  being  subrogated  to  the  rights  of  its 
assured,  the  Austin  Company,  sought  by  this  action 
to  recover  against  the  Viking  Company  for  the  sums 
it  had  expended  under  the  indemnity  agreement  which 
was  incorporated  in  the  contract  between  Austin  Com- 
pany and  Viking  Company.  That  agreement  was  set 
forth  in  part  in  the  complaint  (R.  5),  and  appears 
in  the  main  contract,  Appellant's  Exhibit  No.  1  (R. 
58).    It  is  also  set  forth  in  this  brief,  infra,  p.  5. 

The  evidence  in  this  case  was  practically  all  received 
by  stipulation.  (R.  55-77.)  After  the  main  contract 
and  certain  other  exhibits  were  received  in  evidence 
and  the  stipulation  of  facts  made,  appellant,  realizing 

that  the  indemnity  provision  of  the  contract  was  am- 


biguous,  attempted  to  clear  up  the  latent  ambiguity 
in  order  to  show  the  true  intent  of  the  parties  by 
calling  the  witness  Samuel  A.  Johnson  to  develop 
certain  facts.  Upon  objections  made  by  appellee,  ap- 
pellant was  prevented  from  presenting  evidence  to 
explain  the  latent  ambiguity  and  upon  motion  made 
by  the  appellant  (apparently  under  Rule  41,  F.  R. 
C.  P.)  the  Court  took  the  case  away  from  the  jury 
and  dismissed  the  action. 


QUESTIONS  INVOLVED. 

1.  Where  an  action  is  brought  on  a  contract  con- 
taining a  latent  ambiguity,  should  not  the  plaintiff  be 
allowed  to  introduce  all  the  material  evidence  that 
would  explain  the  ambiguity? 

2.  Is  it  not  reversible  error  for  the  trial  Court 
to  refuse  to  allow  plaintiff  to  introduce  such  evidence 
and  order  a  dismissal  of  the  action? 


SPECIFICATION  OF  ERRORS. 
The  appellant  specifies  as  error  and  intends  to  urge 
the   following  errors  were  committed  by   the   Court 
below  in  dismissing  appellant's  complaint  and  enter- 
ing judgment  for  appellee. 

1.  In  refusing  to  allow  appellant  to  question  and 
prove  by  the  witness,  Samuel  A.  Johnson,  that  the 
appellee  had  a  contract  of  public  liability  insurance 


with  a  contractual  endorsement   on   it  that   covered 
the  liability  sought   to  be  established  by  appellant. 
(Record  set  forth  at  p.  9,  infra.) 
2.     In  taking  the  case  from  the  jury  and  dismiss- 


ing the  action. 


ARGUMENT. 

I. 

THE  CONTRACT  CONTAINED  ENFORCEABLE  INDEMNITY  PRO- 
VISIONS INDEMNIFYING  AGAINST  THE  NEGLIGENCE  OF 
THE  AUSTIN  COMPANY. 

The  contract  of  indemnity  upon  which  appellant 
maintains  this  action  is  contained  in  paragraph  7 
and  Article  XII  of  the  contract  between  Austin  Com- 
pany and  appellee  Viking  Company.  Those  provi- 
sions read  as  follows  (R.  58)  : 

"7.  Insurance — It  is  understood  and  agreed 
that  vendor  is  fully  covered  with  Public  Lia- 
bility, Workmen's  Compensation  and  Property 
Damage  insurance  and  agrees  to  protect  and  in- 
demnify the  Buyer  against  all  claims  for  dam- 
ages, lawsuits,  etc.,  which  may  arise  due  to  diffi- 
culties encountered  while  vendor  is  servicing  this 
operation. ' ' 

"Article  XII.     Insurance 

Subcontractor  shall,  during  the  progress  of  the 
work  maintain:  (a)  Workmen's  Compensation 
Insurance  for  all  of  its  employees  employed  at 
the  site  of  the  work,  or  if  such  insurance  is  not 
required  by  the   laws  of  the  state   wherein   the 
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work  is  to  be  performed,  Employer's  Liability 
Insurance;  (b)  Contractor's  Public  Liability  In- 
surance; and  (c)  Automobile  Liability  Insurance. 

The  limits  of  liability  provided  in  Subcon- 
tractor's Public  Liability  Insurance  Policy  shall 
be  $100,000.00  for  injuries,  including  accidental 
death,  to  any  one  person,  and  subject  to  the  same 
limit  for  each  person,  $200,000.00  for  any  one 
accident  involving-  two  or  more  persons.  Such 
policy  shall  also  provide  for  property  damage 
liability  of  $10,000.00  for  any  one  accident  and 
subject  to  the  same  limit  total  aggregate  liability 
of  $50,000.00.  The  limits  provided  in  Subcontrac- 
tor's Automobile  Liability  Insurance  Policy  shall 
be  $100,000.00  for  injuries  including  accidental 
death,  to  any  one  person,  or  subject  to  the  same 
limit  for  each  person,  $200,000.00  for  any  one 
accident  involving  two  or  more  persons.  Such 
policy  shall  also  provide  a  property  damage  limit 
of  $10,000.00,  covering  all  owned  and  rented 
equipment  which  is  used  in  or  on  the  work. 

Should  any  part  of  this  Contract  be  sublet,  Sub- 
contractor shall,  in  addition  to  the  foregoing 
types  of  insurance,  maintain  Contractor's  Pro- 
tective Liability  Insurance  in  the  amount  of 
$100,000.00  for  injuries,  including  accidental 
death,  to  any  one  person,  and  subject  to  the  same 
limit  for  each  person,  $200,000.00  for  any  one 
accident  involving  two  or  more  persons,  except 
that  Contractor's  Protective  Liability  insurance 
need  not  be  maintained  to  the  extent  that  its 
Subcontractor  maintains  Workmen's  Compensa- 
tion, Employer's  Liability  Insurance  and  Contrac- 
tor's Public  Liability  Insurance,  and  Automobile 


Liability  Insurance,  as  above  set  forth,  and  pro- 
vided Contractor  is  named  as  an  additional  in- 
sured in  such  policies  of  insurance.  Certificates 
of  all  such  insurance  shall  be  furnished  to  Con- 
tractor. ' ' 

Under  the  substantive  law  of  the  State  of  California, 
which  the  Federal  Courts  will  apply,  Erie  R.  Co.  v. 
Tompkins,  304  U.S.  64,  58  S.  Ct.  817,  82  L.  Ed.  1188, 
a  contract  to  indemnify  the  indemnitee  against  his 
own  negligence  is  not  against  public  policy,  and  is 
enforceable  in  a  court  of  law.  Attention  is  respect- 
fully directed  to  the  cases  of  Southern  Pac.  C.  v. 
Fellows,  22  C.A.  (2d)  87,  71  Pac.  (2d)  75,  and  Pacific 
J.  Co.  v.  California  etc.  Ltd.,  29  C.A.  (2d)  260,  84  Pac. 
(2d)  313.  The  opinions  in  those  two  decisions  are 
too  lengthy  to  quote  in  extenso  and  excerpts  therefrom 
would  hardly  suffice,  therefore  we  respectfully  urge 
the  Court  to  peruse  the  opinions  themselves. 


II. 

THE  CONTRACT  WAS  AMBIGUOUS  AND  REQUIRED  THE  RE- 
CEIVING OF  EVIDENCE  IN  ORDER  TO  CLARIFY  IT  AND 
DETERMINE  THE  INTENT  OF  THE  PARTIES. 

Prior  to  the  time  this  action  was  at  issue  appellee 
moved  to  dismiss  the  complaint  under  F.R.C.P.  12d. 
(R.  9.)  The  matter  was  heard  before  the  late  Honor- 
able Herbert  W.  Erskine  who  filed  a  memorandum 
order.  (R.  10.)  For  convenience  we  will  set  forth 
Judge  Erskine's  order: 


"Order 

As  in  the  case  of  Pacific  Indemnity  Co.  v. 
California  Electric  Works,  Ltd.,  29  Cal.  App. 
(2d)  260,  there  appears  to  be  a  latent  ambiguity 
in  the  contract  provisions  in  issue  here,  requir- 
ing the  taking  of  testimony  to  explain  what  the 
parties  meant  by  said  provisions  and  to  deter- 
mine whether  the  contract  was  intended  to  indem- 
nify the  plaintiff  against  its  own  negligence.  De- 
fendant's motion  to  dismiss  is  therefore  denied. 

Dated:     July  24th,  1950. 

/s/    Herbert  W.  Erskine, 

IT.  S.  District  Judge." 

After  the  appellant  had  proved  the  relationship  of 
the  parties,  the  existence  of  the  contract,  the  injury 
to  the  workmen  and  amount  paid  to  them  pursuant 
to  its  policy  of  insurance,  it  called  the  witness  Samuel 
A.  Johnson  to  explain  the  latent  ambiguity  in  this 
indemnity  agreement  that  was  recognized  and  re- 
ferred to  by  Judge  Erskine  in  his  order  above  set 
forth.  Appellant  attempted  to  show  a  policy  of  public 
liability  insurance  carried  by  appellee  with  a  con- 
tractual endorsement  thereon  that  covered  the  precise 
liability  contended  for  and  contemplated  by  para- 
graph 7  and  Article  XII  above  set  forth. 

This  the  Court  refused  appellant  the  right  to  do 
and  made  a  ruling  that  the  same  was  immaterial.  In 
accordance  with  Rule  20(D)  of  this  Court  we  will 
set  forth  the  portions  of  the  record  showing  the  offer, 
the  objection  and  the  ruling  of  the  trial  Court  con- 
cerning the  proffered  evidence. 


"By  Mr.  Healy.  Q.  Are  you  connected  with 
the  defendant  Viking  Company? 

A.     Yes,  sir. 

Q.     In  what  capacity? 

A.     I  am  an  employee,  an  engineer. 

Q.     Are  you  an  officer? 

A.     No,  sir. 

Q.     Are  you  a  manager? 

A.  Only  insofar  as  I  handle  things  when  the 
manager  isn't  here. 

Q.  I  will  just  ask  you  this :  Are  you  f  amliiar 
with  this  (40)  contract  that  is  here  in  evidence 
between  the  Viking  Company  and  the  Austin 
Company  ? 

A.    Yes. 

Q.  And  you  are  familiar  with  this  para- 
graph 7  that  we  have  discussed? 

A.    Yes. 

Q.  I  was  going  to  ask  you  whether  or  not 
pursuant  to  the  terms  of  that  contract,  your 
company  did  in  fact  take  out  public  liability 
insurance. 

Mr.  Boyd.  If  Your  Honor  please,  that  is  en- 
tirely immaterial.  Objected  to  on  that  basis;  no 
issue  as  to  whether  there  is  any  insurance  of  any 
kind  as  far  as  its  intent  was  concerned. 

Mr.  Healy.     May  I  be  heard? 

The  Court.  I  don't  quite  see  the  materiality 
whether  they  took  it  out  or  not.  Their  insurance 
company  is  not  being  sued;  they  are  being  sued. 

Mr.  Healy.  That  is  right,  But  may  I  read 
the  provision  to  Your  Honor?   It  says: 

'It  is  understood  and  agreed  that  vendor  is 

fully  covered  with  public  liability,  workmen's 

compensation  and  property  damage  insurance.' 
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It  is  right  on  the  first  page,  right  down  by  7; 
right  down  in  this  comer  of  the  green  one.  It  is 
more  legible. 

The  Court.     All  right;  I  have  it.  (41) 

Mr.  Healy.  I  intend  to  show — I  think  I  can 
show  that — that  that  intent  seems  to  be  an  essen- 
tial ingredient,  says  Mr.  Boyd — that  they  did  in 
fact  take  out  this  type  of  insurance,  and  not 
alone  that,  but  they  had  a  contractual  endorse- 
ment on  it,  so  that  they  were  well  insured.  If  I 
can  prove  that,  it  would  have  probative  value. 

Mr.  Boyd.     If  Your  Honor  please 

Mr.  Healy.    that  the}7  did  cover  this  type 

of  situation.  So  I  think  it  is  very  material  and 
has  considerable  probative  value. 

Mr.  Boyd.  If  Your  Honor  please,  there  are 
no  allegations  pertaining  to  insurance,  compensa- 
tion or  any  other  kind  in  this  action;  it  is  en- 
tirely immaterial.  The  only  question  that  is  al- 
leged in  the  complaint  and  the  only  one  that  has 
been  mentioned,  is  whether  or  not  the  agreement 
that  has  been  entered  into  was  in  effect  a  hold- 
harmless  agreement  protecting  not  the  insurance 
company,  but  the  insured,  the  Austin  Company, 
for  the 

The  Court.  I  am  inclined  to  think  that  that 
might  not  be  admissible,  because  of  the  fact  that 
one  might  take  out  a  public  liability  insurance 
policy  to  protect  one  against  something  that  one 
might  not  be  liable  for.  That  sometimes  happens. 

Mr.  Healy.  Yes,  but  if  they  had  a  contractual 
endorsement  on  it,  wouldn't  it  have  a  probative 
value  that  they  realized  (42)  that  they  were  ex- 
posing themselves  by  this  contract  to  a  contrac- 
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tual  liability  as  distinguished  from  a  tortuous 
liability  and  paid  an  extra  premium  for  it? 

The  Court.  It  might  be  competent  if  the  de- 
fendant were  to  offer  some  evidence  by  way  of 
rebuttal,  or  offer  evidence  on  their  part  to  that 
effect. 

Mr.  Healy.    Very  well. 

The  Court.  But  I  don't  think  at  this  stage  of 
the  case  it  would  be  admissible? 

Mr.    Healy.     Very   well,   Your   Honor.    With 

that  in  mind  I  will  withdraw  my  question.    You 

may  step  down."  (R.  77-80.) 
******* 

"The  Court.  Of  course,  if  that  were  necessary 
to  be  raised  as  a  part  of  the  affirmative  burden 
of  proof,  then  the  Court  should  permit  at  this 
time  the  question  that  Mr.  Healy  asked  of  Mr. 
Johnson  to  be  answered,  if  it  is  a  part  of  the 
affirmative  burden. 

Mr.  Boyd.  I  don't  think  that  insofar  as 
whether  or  not  Mr.  Johnson  carries  insurance 
would  in  any  way  affect  in  any  way  the  meaning 
or  interpretation 

The  Court.  If  the  plaintiff  has  the  burden 
of  showing  the  true  intent  of  the  parties,  and 
as  you  have  just  said,  he  has  not  carried  that 
burden,  then  he  would  have  the  right  if  (51)  he 
could  show  it,  if  there1  is  any  evidenciary  matter 
that  might  be  corroborative  of  the  intent  of  the 
defendant. 

Mr.  Boyd.     I  agree  one  hundred  per  cent  that 
if  he  has  any  evidence  that  would  tend  to  inter 
pret  or  set  forth  the  intent  of  the  Austin  Com- 
pany to  cover  this  particular  situation — any  evi- 
dence that  he  has — he  not  only  has  the  right,  as 
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I  see  it,  Your  Honor,  but  also  tbe  duty  to  come 
forward  with  his  evidence  and  show  what  the 
intent  was. 

The  Court.  But  you  objected  to  the  question 
that  he  asked  along  that  line. 

Mr.  Boyd.  That  was  on  the  question  of  in- 
surance. 

The  Court.     Yes,  but  it  was  bis  contention  that 

the  fact  that  the  defendant  may  have  taken  out 

insurance  to  cover  tbe  kind  of  liability  that  is 

referred   to   in   paragraph    7   of   tbe    agreement 

might  be  evidenciary  in  character  as  to  tbe  intent 

with  which   the   language   in   paragraph    7    was 

used."  (R.  87-88.) 
******* 

"Mr.  Healy.     We  ask  permission  to  question 

the  man  along  those  lines."  (R.  125.) 
******* 

''Mr.  Healy.  I  ask  permission  to  question  that 
man  upon  his  policy.  I  think  you  can  take  that 
outside  of  the  presence  of  the  Jury. 

The  Court.  To  save  your  record  in  tbe  matter, 
I  will  bold  that  that  is  immaterial,  and  I  will 
sustain  tbe  objection  to  that  testimony  as  to  the 
purpose  for  which  it  is  sought. 

Mr.  Healy.  It  will  be  understood  that  I  have 
asked  the  question  clearly,  we  all  understand  the 
force  of  it,  and  it  was  argued. 

The  Court.  It  will  be  understood  that  you 
have  asked  the  same  question  again  that  you 
asked  previously,  and  that  I  sustained  the  ob- 
jection on  tbe  ground  that  that  is  immaterial  to 
the  resolution  of  this  question. 

Mr.  Healy.     Very  well."  (R.  129.) 


13 


In  suing  on  a  contract  that  is  ambiguous  a  party 
has  a  right  and  a  duty  to  present  all  the  facts  and 
circumstances  surrounding  the  transactions  to  enable 
the  Court  to  properly  interpret  the  instrument.  The 
rule  is  well  expressed  in  17  C.J.S.  1242  where  it  is 
said: 

"If  a  written  contract  is  ambiguous  or  obscure 
in  its  terms,  so  that  the  contractual  intention  of 
the  parties  cannot  be  understood  from  a  mere 
inspection  of  the  instrument,  extrinsic  evidence 
of  the  subject  matter  of  the  contract  of  the  rela- 
tions of  the  parties  to  each  other,  and  of  the 
facts  and  circumstances  surrounding  them  when 
they  entered  into  the  contract  may  be  received 
to  enable  the  Court  to  make  a  proper  interpreta- 
tion of  the  instrument." 


III. 


THAT  APPELLEE  HAD  INSURED  AGAINST  THE  VERY  LIABIL- 
ITY SOUGHT  TO  BE  ESTABLISHED  WAS  IMMATERIAL. 

It  has  been  recognized  many  times  by  the  Appellate 
Courts  in  California  that  the  carrying  of  insurance 
has  great  evidentiary  value  in  determining  what  the 
true  intent  of  the  parties  may  be.  This  rule  has  been 
applied  in  a  number  of  different  situations.  The  rule 
and  the  reason  behind  it  is  well  expressed  in  the  case 
of  Perry  v.  PaZadini,  Inc.,  89  Cal.  App.  275,  264  Pac. 
580,  where  the  Court  said: 

"Defendant  had  denied  that  it  was  the  owner 
of  the  truck  and  had  denied  knowing  anything 
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about  an  insurance  policy,  and  this  testimony  had 
been  given  by  the  president,  Alex  Paladini.  It 
was  competent  to  show  every  act  of  ownership 
on  the  part  of  defendant  or  its  officers,  and  if 
results  flowed  therefrom  not  anticipated  this  is 
appellant's  misfortune  brought  about  by  its  own 
misconduct.  It  has  been  a  well-established,  prin- 
ciple of  law  for  many  centuries  that  upon  a  trial 
for  a  particular  crime  evidence  which  shows  or 
tends  to  show  the  commission  of  another  and 
distinct  crime  by  a  defendant  is  inadmissible,  and 
it  is  prejudicial  error  to  let  it  go  before  the 
jury.  This  rule  has  its  exceptions,  and  where  it 
appears  that  evidence  of  the  commission  of  such 
other  crime  has  a  direct  and  logical  bearing  upon 
the  guilt  of  the  accused  as  to  the  crime  with 
which  he  is  on  trial  evidence  of  the  commission 
of  such  other  offense  is  admissible  (People  v. 
Argentos,  156  Cal.  725  (106  Pac.  65)).  By  anal- 
ogy the  rule  as  to  the  instant  case  should  be  that 
while  it  is  improper  and  highly  prejudicial  to 
allow  evidence  to  be  introduced  showing  a  de- 
fendant is  insured  against  liability  in  case  of 
accident,  yet  evidence  of  general  insurance  of 
certain  property  by  a  defendant  who  denies  own- 
ership does  have  a  direct  and  logical  bearing 
upon  that  particular  question  and  is  therefore 
admissible.  The  plaintiff  could  have  gone  much 
further  than  he  did.  He  would  have  been  per- 
mitted upon  his  insistence  to  offer  in  evidence 
the  application  for  insurance  if  the  same  had 
been  executed  by  defendant  or  any  of  its  author- 
ized officers.  Plaintiff,  mindful  of  the  defendant's 
claim  of  error,  went  no  further  than  to  show  the 
fact  of  insurance.   Ordinarily,  men  do  not  insure 
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the  property  of  others;  and,  likewise,  insurance 
companies  do  not  usually  issue  policies  covering 
property  to  one  having  no  interest  therein.  And 
going  still  further,  insurance  companies  do  not 
roam  around  the  byways  issuing  policies  at  their 
own  instance  and  without  the  application  of  any- 
one/' (Italics  ours.) 

See,  also: 

Burlingham  v.  Gray,  22  C.   (2d)   87,  137  Pac. 

(2d)  9; 
Mullanix  v.  Basich,  67  C.A.  (2d)   675,  155  P. 

(2d)  130; 
Curcic  v.  Nelson  Display,  19  C.A.   (2d)  46,  64 

P.  (2d)  1153. 

The  Court  should  have  received  evidence  of  the 
existence  of  the  contractual  rider  or  endorsement  to 
cover  the  liability  contended  for. 


IV. 

ON  A  MOTION  TO  DISMISS  THE  COURT  MUST  VIEW  THE 
EVIDENCE  MOST  FAVORABLY  TO  THE  PLAINTIFF 
(APPELLANT). 

A  reading  of  the  main  contract  between  Viking 
Company  and  appellant  (R.  56)  will  demonstrate 
that  Viking  Company  was  not  the  agent  of  appellant 
in  any  sense  of  the  word,  but  was  an  independent 
contractor.  In  certain  instances  it  was  provided  that 
the  contractor  should  be  named  as  an  additional  in- 
sured in  such  policies  of  insurance.    In  all  instances 
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certificates  of  such  insurance   were  to  be   furnished 
to  the  contractor.  (Article  XII  of  contract,  R.  62.) 

Save  with  few  exceptions  such  as  where  there  is  a 
nondelegable  duty  to  the  public  or  where  work  is  inher- 
ently dangerous  it  is  elementary  that  a  contractor 
cannot  be  held  responsible  for  the  tortuous  activities 
of  a  subcontractor.  Why  would  the  parties  specifically 
provide  for  public  liability  insurance  to  cover  the 
liability  of  the  subcontractor?  The  contractor  (Aus- 
tin Company)  could  not  be  liable  for  the  ordinary 
torts  of  the  Viking  Company.  The  purpose  in  setting 
forth  such  an  elaborate  scheme  for  insurance  as  is 
contained  in  Article  XII  together  with  the  contrac- 
tual rider  that  was  placed  thereon  (which  the  appel- 
lant offered  to  prove  and  the  Court  held  to  be  imma- 
terial) demonstrates  that  the  parties  intended  that 
appellee  had  bound  itself  to  indemnify  the  Austin 
Company  against  the  latter 's  own  negligence.  This 
was  a  cost-plus,  a  fee  contract.  (R.  59.)  To  provide 
insurance  in  the  high  limits  required  by  Article  XII 
was  costly  to  say  the  least.  That  cost  was  ultimately 
borne  by  the  Austin  Company.  It  is  inconsistent  with 
good  business  practice  and  altogether  illogical  to  have 
required  the  carrying  of  such  insurance  if  the  same 
were  meaningless.  As  above  indicated  vicarious  lia- 
bility for  tortuous  conduct  by  Viking  Company  could 
not  be  imposed  on  Austin  Company.  Therefore  with- 
out the  existence  of  the  contractual  rider  that  appel- 
lant offered  to  prove  the  conduct  of  the  parties  be- 
comes meaningless.   However,  if  allowed  to  prove  tin1 
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existence  of  the  contractual  rider  or  endorsement  the 
intent  of  the  parties  as  expressed  in  paragraph  7  and 
Article  XII,  at  once  becomes  apparent.  If  allowed 
to  prove  the  existence  of  the  endorsement  the  "latent 
ambiguity"  spoken  of  by  Judge  Erskine  in  his  order 
above  set  forth,  disappears  and  the  appellant  would 
have  proved  its  case. 

At  one  stage  of  the  proceeding  the  learned  trial 
Court  apparently  agreed  with  this  view,  but  later 
decided  to  take  the  case  away  from  the  jury  on  the 
sheer  grounds  that  the  contract  was  unfair. 

"The  Court.  Of  course,  if  that  were  necessary 
to  be  raised  as  a  part  of  the  affirmative  burden 
of  proof,  then  the  Court  should  permit  at  this 
time  the  question  that  Mr.  Healy  asked  of  Mr. 
Johnson  to  be  answered,  if  it  is  a  part  of  the 
affirmative  burden. 

Mr.  Boyd.  I  don't  think  that  insofar  as 
whether  or  not  Mr.  Johnson  carries  insurance 
would  in  any  way  affect  in  any  way  the  meaning 
or  interpretation 

The  Court.  If  the  plaintiff  has  the  burden  of 
showing  the  true  intent  of  the  parties,  and  as 
you  have  just  said,  he  has  not  carried  that  bur- 
den, then  he  would  have  the  right  if  (51)  he 
could  show  it,  if  there  is  any  evidenciary  matter 
that  might  be  corroborative  of  the  intent  of  the 
defendant. 

Mr.  Boyd.     I  agree  one  hundred  per  cent  that 
if  he  has  any  evidence  that  would  tend  to  inter- 
pret or  set  forth  the  intent  of  the  Austin  Com- 
pany to  cover  this  particular  situation — any  evi 
dence  that  he  has — he  not  only  has  the  right,  as 
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I  see  it,  Your  Honor,  but  also  the  duty  to  come 
forward  with  his  evidence  and  show  what  the 
intent  was. 

The  Court.  But  you  objected  to  the  question 
that  he  asked  along'  that  line. 

Mr.  Boyd.  That  was  on  the  question  of  in- 
surance. 

The  Court.  Yes,  but  it  was  his  contention  that 
the  fact  that  the  defendant  may  have  taken  out 
insurance  to  cover  the  kind  of  liability  that  is 
referred  to  in  paragraph  7  of  the  agreement 
might  be  evidenciary  in  character  as  to  the  in- 
tent with  which  the  language  in  paragraph  7  was 
used."  (R.  87-88.) 

It  is  of  course  elementary  that  when  considering  a 
motion  for  a  dismissal  under  Section  41,  F.R.C.P.,  the 
Court  must  view  the  evidence  most  favorably  toward 
the  plaintiff  and  indulge  in  every  legitimate  inference 
that  can  be  drawn  from  the  evidence.  Only  when 
after  disregarding  conflicts  in  the  evidence  it  comes 
to  a  conclusion  that  there  is  no  substantial  evidence 
to  support  a  .judgment  can  such  a  motion  be  granted. 
Although  the  cases  are  legion  to  this  effect  in  both 
the  Federal  and  State  Courts,  we  will  refer  to  only 
the  following: 

Gunning  v.  Cooley,  281  U.S.  90,  50  S.  Ct.  231, 

74  L.  Ed.  720 ; 
Shaw  v.  Missouri  Pac.  Rij.  Co.,  36  F.   Supp. 

651; 
Slocum  v.  N.  Y.  Life  Ins.  Co.,  228  U.S.  364,. 

33  S.  Ct.  523,  57  L.  Ed.  879; 
Ohlinger's  Federal  Practice,  Vol.  3A,  p.  48. 
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V. 

CONCLUSION. 

It  is  respectfully  submitted  that  the  Court  erred 
in  refusing  to  allow  appellant  to  question  and  prove 
by  the  witness  Johnson  that  appellee  had  a  contract 
of  public  liability  insurance  with  a  contractual  en- 
dorsement; and  that  the  Court  erred  in  taking  the 
case  from  the  jury  and  dismissing  the  action.  Re- 
versible error  having  been  committed  the  judgment 
should  be  reversed  and  a  new  trial  granted. 

Dated,  San  Francisco,  California, 
July  2, 1951. 

Respectfully  submitted, 

Healy  and  Walcom, 
By  John  J.  Healy, 

Attorneys  for  Appellant. 
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Appeal  from  the  United  States  District  Court,  Northern 
District  of  California,  Southern  Division. 


BRIEF  FOR  APPELLEE. 


STATEMENT  OF  THE  CASE. 
The  statement  of  the  case  set  forth  in  appellant's 
opening  brief  adequately  covers  the  facts  and  respond- 
ent only  wishes  to  emphasize  the  stipulation  to  the 
effect  that  both  of  the  accidents  involved  were  caused 
by  the  sole  negligence  of  the  Austin  Company  and 
there  was  no  negligence  on  the  part  of  the  Viking 
Company,  its  officers,  agents  or  employees  which  proxi- 
mately contributed  in  any  degree  to  the  injuries  sus- 
tained by  Estrada  and  Taylor. 


ARGUMENT. 

I. 

APPELLANT  ASSERTS  THAT  THE  CONTRACT  CONTAINED  EN- 
FORCEABLE INDEMNITY  PROVISIONS  INDEMNIFYING 
AGAINST  THE  NEGLIGENCE  OF  THE  AUSTIN  COMPANY. 

Respondent  does  not  quarrel  with  appellant's  state- 
ment that  the  contract  to  indemnify  an  indemnitee 
against  its  own  negligence  is  not  against  public  policy, 
and  is  enforceable  in  a  Court  of  law.  Appellant  cites 
two  cases  as  authority  for  this  rule,  the  first  being 
Southern  Pacific  Co.  v.  Fellows,  22  C.A.  (2d)  87,  71 
P.  (2d)  75,  the  second  being  Pacific  Indemnity  Co.  v. 
California,  etc.  Limited,  29  C.A.  (2d)  260,  84  P.  (2d) 
313.  In  those  two  cases,  in  which  the  language  of  the 
Hold-Harmless  agreement  appears  to  be  equally  broad, 
the  Courts  reached  opposite  conclusions,  but  did  enun- 
ciate the  rule  of  law  as  hereinabove  stated. 

However,  the  vast  majority  of  cases  throughout  the 
United  States  hold  that  only  where  the  contract  ex- 
pressly provides  for  an  agreement  by  a  building  con- 
tractor or  subcontractor  to  indemnify  or  hold  harm- 
less an  owner  or  principal  contractor  for  injuries  re- 
sulting from  his  own  negligence  will  the  indemnitor  be 
held  to  his  contract,  and  only  then;  175  A.L.R.  144. 
In  this  annotation,  it  is  pointed  out  that  there  are 
some  decisions,  although  few  in  number,  where  the 
Courts  have  held  that  clauses  have  been  sufficiently 
broad  to  indemnify  the  indemnitee  against  its  own 
negligence  without  specifically  providing  for  the  same, 
but  they  are  few  in  number.  As  a  rule,  a  contract  k 
construed  as  not  covering  damages  resulting  from  in- 


demnitee's  negligence.  North  American  Railroad  Con- 
struction Co.  v.  Cincinnati  Traction  Co.  (1909,  CCA. 
7th),  172  Fed.  214;  Washington  &  B.  Bridge  Co.  v. 
Pennsylvania  Steel  Co.  (1914;  CCA.  4th),  215  Fed. 
32;  United  States  v.  Wallace  (1927,  CCA.  9th),  18 
Fed.  (2d)  20;  Pacific  Indemnity  Co.  v.  California 
Electric  Works  (1938),  29  CA.  (2d)  260,  84  P.  (2d) 
313.  In  the  above  cases,  one  of  the  reasons  given  for 
strict  construction  of  such  clauses  has  been  that  such 
an  agreement  would  impose  upon  the  indemnitor  an 
uncertain  and  indefinite  liability  which  would  be 
entirely  in  the  hands  of  the  indemnitee  and  would  not 
only  wipe  out  all  of  the  profits  from  the  contract,  but 
might  even  exceed  the  total  consideration.  In  United 
States  v.  Wallace  (1927,  CCA.  9th)  18  Fed.  (2d)  20, 
the  Court  said : 

"As  is  pointed  out  in  Parry  v.  Payne  (Pa.), 
supra,  we  should  not,  in  the  absence  of  language 
free  from  all  doubt,  conclude  that  the  parties  in- 
tended the  contractor  should  assume  an  obligation 
which,  for  a  single  act  of  negligence  on  the  part 
of  the  owner,  or  one  of  his  employees,  over  whom 
the  contractor  had  no  restraint  or  control,  would 
not  only  wipe  out  all  profit,  but  would  exceed  the 
total  consideration  for  the  .job." 

Thus  it  is  apparent  that  the  language  of  the  contract 
quoted  at  page  5  of  appellant's  brief,  upon  which  re- 
liance is  based  for  recovery  in  this  action,  is  insuffi- 
cient to  fix  liability  upon  the  defendant  Viking  Com- 
pany for  injuries  and  damages  resulting  solely  from 
the  negligence  of  the  Austin  Company,  and  so  the 
trial  Court  found  in  its  findings  of  fact  (R.  19)  : 


"XIII.  That  the  provisions  of  the  contract  itself 
are  not  susceptible  to  an  interpretation  that  the 
defendant  agreed  to  indemnify  the  Austin  Co.  for 
injuries  received  in  accidents  resulting  from  the 
sole  negligence  of  the  Austin  Co.,  its  agents,  serv- 
ants and/or  employees." 

It  is  the  contention  of  the  respondent  that  the  lan- 
guage of  the  contract  was  not  susceptible  to  such  an 
interpretation  and  that  any  evidence  which  the  ap- 
pellant offered  or  attempted  to  introduce  was  insuffi- 
cient to  change  the  language  of  the  contract  so  that  it 
could  possibly  be  interpreted  to  indemnify  the  Austin 
Co.  for  its  own  negligence. 


II. 

APPELLANT  ASSERTS  THAT  THE  CONTRACT  WAS  AMBIGUOUS 
AND  REQUIRED  THE  RECEIVING  OF  EVIDENCE  TO  CLAR- 
IFY AND  DETERMINE  THE  INTEREST  OF  THE  PARTIES. 

Respondent  does  not  agree  with  appellant  that  the 
contract  was  ambiguous.  It  is  the  position  and  con- 
tention of  respondent  that  the  terms  of  the  contract 
could  not  possibly  be  interpreted  to  indemnify  the 
Austin  Company  for  its  own  negligence  and  that  such 
an  interpretation  could  never  be  justified  or  upheld  no 
matter  what  evidence  was  introduced  by  appellant. 

From  the  inception  of  the  case  up  until  the  appel- 
lant was  about  to  close  its  case  it  took  the  position 
that  no  interpretation  was  needed  and  intended  to 
base  its  entire  case  upon  the  contract,  without  any 


evidence  to  indicate  the  intent  of  the  parties  or  to 
aid  the  Court  in  interpretation.  In  the  discussions 
between  Court  and  counsel  the  following  statements 
appear  (R.  48) : 

"Mr.  Healy.  I  am  willing,  your  Honor,  to  sug- 
gest this:  that  the  matters  be  submitted  to  your 
Honor  on  the  two  opening  statements  made  and 
further  agree  that  the  heart  of  the  case  is  in  the 
construction  of  that  clause,  and  leave  it  to  your 
Honor  as  a  trier  of  facts  and  a  trier  of  law  if 
there  is  a  mixed  question,  should  there  be,  to  de- 
cide it,  and  submit  it  to  your  Honor." 

And  again  (R.  50)  : 

"Mr.  Boyd.  Well,  it  seems  to  me,  that  the — I 
don't  think  that  the  contract  itself  can  be  held  to 
be  ambiguous,  so  that  it  is  a  question  of  the  intent. 
I  don't  know  what  the  plaintiff  is  trying  to  say 
the  various  conversations  were  and  what  went  on 
and  so  forth. 

Mr.  Healy.     I  am  not  going  to  say  anything. 

The  Court.  Apparently,  as  indicated  by  his 
opening  statement,  he  is  not  relying  on  anything 
except  the  provision  of  the  contract. 

Mr.  Boyd.  The  provision  of  the  contract,  with- 
out any  proof,  without  any  evidence  to  explain  the 
ambiguity  or  anything  else  ? 

Mr.  Healy.     Right." 

Therefore,  at  this  late  phase  of  the  trial,  appellant 
changed  its  entire  theory  and  attempted  to  introduce 
some  evidence  through  Samuel  A.  Johnson  that  was 
not  admissible  under  any  theory  of  law.  No  reason 
or  excuse  is  given  for  the  failure  of  appellant  to  be 


prepared  to  offer  admissible  and  documentary  evi- 
dence. Appellant  merely  states  that  (Appellant's 
Brief  3,  4)  : 

"After  the  main  contract  and  certain  other  ex- 
hibits were  received  in  evidence  and  the  stipula- 
tion of  facts  made,  Appellant,  realizing  that  the 
indemnitee  provision  of  the  contract  was  ambigu- 
ous, attempted  to  clear  up  the  latent  ambiguity  in 
order  to  show  the  true  intent  of  the  parties  by 
calling  witness  Samuel  A.  Johnson  to  develop  cer- 
tain facts." 

Appellant  then  goes  on  to  quote  the  order  of  Judge 
Erskine  (Appellant's  Brief  8)  which  reads  in  part 
as  follows: 

"*  *  *  there  appears  to  be  a  latent  ambiguity  in 
the  contract  provisions  at  issue  here  requiring  the 
taking  of  testimony  to  explain  what  the  parties 
meant  by  such  provisions 


*  #  #  j  ? 


The  order  of  Judge  Erskine  was  dated  July  24, 
1950.  Therefore,  appellant,  who  successfully  defended 
respondent's  motion  to  dismiss  the  case  before  Judge 
Erskine  on  July  24,  1950,  on  the  ground  that  the  lan- 
guage of  the  contract  presented  a  latent  ambiguity 
that  would  require  the  taking  of  testimony,  states  in 
the  present  appeal  that  on  January  15,  1951,  only 
after  the  main  contract  and  certain  other  exhibits  were 
received  in  evidence  and  the  stipulation  of  facts  had 
been  made,  did  it  realize  that  there  was  a  latent  am- 
biguity. At  that  point,  appellant  attempted  to  call 
Samuel  A.  Johnson  in  order  to  clear  up  the  latent 
ambiguity. 


III. 

APPELLANT  ASSERTS  THAT  APPELLEE  HAD  INSURED 
AGAINST  THE  VERY  LIABILITY  SOUGHT  TO  BE  ESTAB- 
LISHED AND  THAT  SUCH  FACT  WAS  MATERIAL. 

Such  a  fact  may  or  may  not  be  admissible,  depend- 
ing on  the  circumstances  of  each  individual  case.  How- 
ever, there  is  no  evidence  in  the  record  nor  any  offer 
of  admissible  evidence  or  proof  that  the  Viking  Com- 
pany carried  a  policy  of  insurance  to  which  was  at- 
tached an  endorsement  insuring  them  for  liability 
incurred  by  contract.  Article  XII  (R.  62)  contains 
no  provision  requiring  the  Viking  Company  to  carry 
such  insurance  although  it  sets  out  in  detail  what  in- 
surance was  to  be  carried.  Any  attempt  to  introduce 
evidence  that  Viking  Company  had  such  insurance 
coverage  through  Samuel  A.  Johnson  was  improper 
and  such  evidence  would  be  inadmissible  for  two  rea- 
sons: 

1.    That  no  proper  foundation  was  laid  to  show  that  this  witness 
had  any  knowledge  of  the  insurance  carried  by  the  Viking  Co. 

Mr.  Johnson  was  called  to  the  stand  by  Mr.  Healy 
and  the  following  occurred  (R.  77) : 

"By  Mr.  Healy.  Q.  Are  you  connected  with 
the  defendant  Viking  Company  ? 

A.    Yes,  sir. 

Q.     In  what  capacity? 

A.     I  am  an  employee,  an  engineer. 

Q.     Are  you  an  officer? 

A.     No,  sir. 

Q.     Are  you  a  manager? 

A.  Only  insofar  as  I  handle  things  when  the 
manager  isn't  here. 


8 


Q.  I  will  just  ask  you  this :  Are  you  familiar 
with  this  (40)  contract  that  is  here  in  evidence 
between  the  Viking  Company  and  the  Austin 
Company? 

A.    Yes. 

Q.  And  you  are  familiar  with  this  paragraph 
7  that  we  have  discussed? 

A.    Yes. 

Q.  I  was  going  to  ask  you  whether  or  not  pur- 
suant to  the  terms  of  that  contract,  your  company 
did  in  fact  take  out  public  liability  insurance." 

2.  That  the  best  evidence  was  the  application  for  such  coverage 
and  the  insurance  policy  or  endorsement  thereon  if  any  such 
documents  existed. 

Section  1855  of  the  California  Code  of  Civil  Pro- 
cedure reads  as  follows : 

"1855.  Secondary  Evidence  of  contents  of  docu- 
ment. There  can  be  no  evidence  of  the  contents 
of  a  writing,  other  than  the  writing  itself,  except 
in  the  following  cases: 

1.  When  the  original  has  been  lost  or  destroyed; 
in  which  case  proof  of  the  loss  or  destruction 
must  first  be  made. 

2.  When  the  original  is  in  the  possession  of  the 
party  against  whom  the  evidence  is  offered, 
and  he  fails  to  produce  it  after  reasonable  no- 
tice. 

3.  When  the  original  is  a  record  or  other  docu- 
ment in  the  custody  of  a  public  officer. 

4.  When  the  original  has  been  recorded,  and  a 
certified  copy  of  the  record  is  made  evidence 
by  this  code  or  other  statute. 


5.  When  the  original  consists  of  numerous  ac- 
counts or  other  documents,  which  cannot  be 
examined  in  Court  without  great  loss  of  time, 
and  the  evidence  sought  from  them  is  only  the 
general  result  of  the  whole. 

In  the  cases  mentioned  in  subdivisions  three 
and  four,  a  copy  of  the  original,  or  of  the  rec- 
ord, must  be  produced;  in  those  mentioned  in 
subdivisions  one  and  two,  either  a  copy  or 
oral  evidence  of  the  contents." 

No  foundation  was  laid,  nor  was  any  testimony  intro- 
duced which  would  bring  into  operation  any  of  the 
exceptions  hereinabove  set  forth  in  said  Code  section. 
Respondent  was  never  requested  to  produce  these  doc- 
uments. 

None  of  the  pre-trial  discovery  procedures  were  fol- 
lowed, nor  was  any  reason  given  why  none  of  these 
motions  or  procedures  were  not  pressed  by  appellant 
after  Judge  Erskine  had  made  his  order  dated  July 
24,  1950.  Under  Rule  26  (a)  of  the  Rules  of  Civil 
Procedure,  appellant  could  have  taken  the  deposition 
of  any  of  the  officers  or  employees  of  the  defendant, 
Viking  Automatic  Sprinkler  Co.,  either  for  discovery 
or  to  use  as  evidence  in  the  trial  of  the  case.  Under 
Rule  45  (b)  of  the  Rules  of  Civil  Procedure,  any  ap- 
plications for  insurance  or  any  policies  of  insurance 
held  by  the  Viking  Co.  could  have  been  subpoenaed 
at  the  time  of  the  taking  of  the  deposition  of  any  of 
the  employees  and  any  other  documents  in  the  posses- 
sion of  the  Viking  Co.  that  would  aid  in  the  interpre- 
tation and  the  intent  of  the  parties  insofar  as  the  sub- 


10 


ject  contract  was  concerned,  could  have  been  sub- 
poenaed. Under  Rule  34  of  the  Rules  of  Civil  Pro- 
cedure, appellant  could  have  secured  an  Order  of 
Court  requiring  the  Viking  Co.  to  produce  any  ma- 
terial documents  so  that  the  plaintiff  could  examine, 
copy  or  photograph  the  same.  Said  documents  or 
copies  thereof  would  then  have  been  available  to  have 
been  introduced  into  evidence  at  the  time  of  the  trial 
if  they  were  material  and  there  was  an  endorsement 
or  any  language  in  any  of  the  documents  which  would 
assist  the  Court  in  determining  the  intent  of  the 
parties  and  interpreting  the  contract  in  question.  All 
of  these  procedures  were  followed  by  respondent. 

In  the  absence  of  such  procedure  and  proper  offer 
of  proof,  the  Court  was  justified  in  sustaining  the  ob- 
jections of  the  respondent  and  there  is  nothing  in  the 
record  and  nothing  before  the  Court  to  indicate 
whether  the  questions  asked  by  Mr.  Healy  would  have 
developed  any  material  evidence  or  any  admissible  evi- 
dence. Although  all  the  discovery  procedures  have 
been  liberalized  to  permit  fishing  for  evidence,  such 
procedure  certainly  is  improper  in  the  middle  of  a 
trial. 


IV. 

APPELLANT  ASSERTS  THAT  THE  EVIDENCE  MUST  BE  VIEWE] 
MOST  FAVORABLY  TO  IT  ON  THIS  APPEAL. 

This  assertion  is  true  but  the  only  evidence  appel- 
lant relies  upon  to  prove  that  Viking  Company  in- 
tended to  indemnify  the  Austin  Company  against  in- 
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own  negligence  is  the  insurance  provisions  of  the  con- 
tract. The  fact  that  Viking  Company  was  required  to 
carry  certain  types  of  insurance  certainly  could  not 
lead  to  the  conclusion  that  Viking  Company  intended 
to  indemnify  the  Austin  Co.  against  its  own  negli- 
gence. The  fact  that  Austin  Co.  carried  insurance 
and  also  required  Viking  Co.  to  do  so  clearly  shows 
that  it  was  the  intent  of  both  parties  to  take  care  of 
their  own  obligations  and  any  liabilities  they  might 
incur  as  a  result  of  accidents. 

The  insurance  provisions  of  the  contract  can  further 
be  reasonably  and  logically  explained  by  referring  to 
good  business  practice  of  any  large  business  concern 
or  contractor.  The  Austin  Co.  had  a  multi-million 
dollar  construction  contract  and  tremendous  obliga- 
tions to  carry  in  the  huge  construction  project  that  it 
had  undertaken.  Of  necessity,  it  sub-let  much  of  the 
work  and  if  its  subcontractors  were  unable  to  per- 
form their  portion  of  the  work  the  general  contractor, 
the  Austin  Company,  certainly  would  have  sustained 
substantial  losses.  Therefore,  it  was  to  its  interest 
that  none  of  the  subcontractors  were  prevented  from 
completing  their  work  due  to  having  large  judgments 
rendered  against  them,  as  the}^  might  be  unable  to  pay 
the  same  and  have  been  forced  into  bankruptcy.  The 
Austin  Company  could  not  take  out  insurance  in  its 
own  name  that  would  protect  it  from  judgments  being 
rendered  against  subcontractors  covering  liability 
claims  for  damages.  However,  this  was  a  cost-plus 
contract  and  by  requiring  the  subcontractors  to  carry 
insurance  and  then  paying  the  premiums  as  part 
of  the  cost,  the  Austin  Company  fully  protected  itself. 


12 


This  interpretation  is  further  substantiated  by  the 
fact  that  although  most  construction  contracts  re- 
quire the  posting  of  a  performance  bond  or  surety 
bond  by  the  contractor  or  sub-contractor,  there  was  no 
requirement  that  the  Viking  Company  procure  such  a 
bond  in  the  present  contract.  Respondent  feels  that 
this  is  a  very  significant  and  strong  point  in  assist- 
ing in  the  interpretation  of  the  contract  and  indicating 
that  the  insurance  coverage  required  was  a  substitute 
for  the  performance  bond.  It  is  to  be  noted  in  the  case 
of  Southern  Pacific  Co.  v.  Felloivs,  22  C.A.  (2d)  87, 
71  P.  (2d)  75,  which  is  the  only  case  cited  by  appellant 
in  which  recovery  had  been  made  under  a  so-called 
Hold-Harmless  Agreement  between  the  owner  and  a 
contractor,  that  the  contract  not  only  included  a  Hold- 
Harmless  Agreement  and  provisions  of  insurance,  but 
also  had  a  provision  requiring  the  contractor  to  post  a 
performance  or  surety  bond. 

Under  the  interpretation  of  the  contract  contende< 
for  by  appellant,  the  Viking  Company  would  have 
been  obligated  to  defend  any  action  brought  by  any 
stranger  against  the  Austin  Company  for  persona 
injuries  or  damages  if  the  same  arose  out  of  the  negli- 
gence of  the  Austin  Company  on  any  of  the  work 
that  they  or  any  of  their  sub-contractors  were  per- 
forming in  connection  with  the  master  contract.  This 
is  the  only  possible  conclusion  that  could  be  reaches 
if  the  interpretation  of  appellant  is  accepted. 

Furthermore,  the  very  fact  that  this  was  a  cost-plus 
contract  indicates  that  there  was  no  intention  to  reim- 
burse the  Austin  Company  for  its  own  neirlio-pnee  as 


13 


such  a  result  under  the  provisions  of  the  contract 
would  be  ridiculous.  If  the  Viking  Company  were 
forced  to  pay  a  judgment  to  one  of  its  employees  or  to 
a  stranger  on  the  basis  of  the  so-called  Hold-Harm- 
less Agreement,  it  could  then  bill  the  Austin  Com- 
pany for  its  expenditures  plus  10%  for  overhead  and 
8%  for  profit. 


CONCLUSION. 

Appellant's  only  specification  of  error  (Appellant's 
Brief  4)  is  that  the  Court  did  not  permit  the  appel- 
lant to  attempt  to  prove  through  Samuel  A.  Johnson 
that  the  Viking  Company  had  a  contract  of  public 
liability  insurance  with  a  contractual  endorsement 
on  it. 

The  ruling  of  the  trial  Court  was  proper  in  that : 

1.  No  proper  foundation  was  laid. 

2.  It  was  not  the  best  evidence. 

a.     No  attempt  was  made  to  show  why  the  best 
evidence  was  not  offered. 

Therefore,  it  is  respectfully  submitted  that  the  judg- 
ment of  the  trial  Court  should  be  sustained. 

Dated,  San  Francisco,  California, 
August  1,  1951. 

Boyd,  Taylor  &  Reynolds, 
By  Robert  F.  Reynolds, 
Attorneys  for  A  ppellee. 
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APPELLANT'S  CLOSING  BRIEF. 


We  have  examined  the  brief  presented  by  appellee. 
It  is  divided  into  four  parts.  It  does  not  appear  that 
any  of  the  points  made  are  well  taken.  Since  this 
record  is  short  and  since  we  have  stated  our  position 
in  our  opening  brief,  we  will  but  briefly  comment 
upon  each  of  the  points  made  by  appellee.  The  dis- 
cussion will  be  in  the  same  order  as  presented  in  ap- 
pellee's brief. 


I. 

Appellee  acknowledges  the  statement  of  the  rule  as 
we  have  expressed  it  in  our  opening  brief,  but  con- 
tends that  since  there  was  not  an  express  statement 
in  the  indemnity  agreement  concerning  the  negligence 
of  the  Austin  Company  that  there  was  no  such  cover- 
age. It  needs  no  citation  of  authority  for  the  propo- 
sition that  to  make  a  binding  contract  no  particular 
form  or  particular  words  need  be  employed.  The  in- 
tent of  the  parties  is  to  be  gathered  from  a  fair  con- 
struction of  the  language  used.  Paragraph  7  of  the 
contract  provided  that  the  Viking  Company  was  to 
indemnify  the  Austin  Company  "against  all  claims 
for  damages."  There  is  no  broader,  more  universa 
or  embrasive  word  in  the  English  language  than  "all.,! 
All  damages  means  just  what  it  says,  including  dam- 
ages arising  from  the  negligence  of  the  Austin  Com- 
pany. 

Judge  Erskine  was  of  the  opinion  that  the  contrac 
contained  a  "latent  ambiguity  *  *  *"  which  "requirec 
the  taking  of  testimony."  Therefore,  as  Judge 
Erskine  pointed  out,  if  there  were  some  ambiguities 
the  appellant  should  have  been  allowed  to  produce  th< 
proffered  evidence  to  throw  light  upon  the  true  inten 
of  the  parties. 

II. 

Excerpts  are  taken  from  the  record  quoting  th< 
statements  of  Mr.  Healy  who  was  presenting  the  mat- 
ter for  appellant  in  the  trial  court.    Such  statements 


are  taken  out  of  context  and  are  misleading.  Refer- 
ence is  made  to  the  entire  colloquy  by  the  Court  and 
counsel  and  attention  particularly  directed  to  the  dis- 
cussion at  page  45  of  the  record.  It  was  appellant's 
position  that  a  proper  interpretation  of  the  contract 
would  of  necessity  lead  to  a  directed  verdict  in  favor 
of  the  plaintiff: 

"Mr.  Healy.  I  think  it  is.  I  think,  your 
Honor,  if  we  prove  that,  as  I  am  certain  we  can, 
I  think  your  Honor  would  have  to  direct  the 
Jury  to  render  a  verdict  for  the  plaintiff,  I  really 
think  so."  (R.  45.) 

The  Court  not  agreeing  with  appellant,  appellant 
was  then  required  in  line  with  Judge  Erskine's  view 
to  explain  any  ambiguity. 

III. 

Appellee  claims  that  there  was  no  proper  founda- 
tion laid  and  there  was  a  violation  of  the  best  evidence 
rule  concerning  the  proffered  evidence  of  insurance. 
This  point  is  without  any  substance  whatsoever.  The 
Court  well  knew  what  was  being  offered  and  ruled 
that  it  was  immaterial.  The  objection  to  the  evidence 
was  not  sustained  on  any  technical  ground  but  went 
to  the  heart  and  merits  of  the  case.  The  Court  specifi- 
cally stated: 

"Mr.  Healy.  I  ask  permission  to  question  that 
man  upon  his  policy.  I  think  you  can  take  that 
outside  of  the  presence  of  the  Jury. 

The  Court.  To  save  your  record  in  the  matter, 
I  will  hold  that  that  is  immaterial,  and  I  will 


sustain  the  objection  to  that  testimony  as  to  the 
purpose  for  which  it  is  sought. 

Mr.  Healy.  It  will  be  understood  that  I  have 
asked  the  question  clearly,  we  all  understand  the 
force  of  it,  and  it  was  argued. 

The  Court.  It  will  be  understood  that  you 
have  asked  the  same  question  again  that  you 
asked  previously,  and  that  I  sustained  the  objec- 
tion on  the  ground  that  that  is  immaterial  to  the 
resolution  of  this  question. 

Mr.  Healy.    Very  well."  (R.  129.) 

IV. 

An  analysis  of  the  last  point  made  by  appellee  only 
serves  to  demonstrate  the  soimdness  of  appellant's 
position.  As  we  pointed  out  in  our  opening  brief, 
page  15  et  cetera,  this  was  a  cost-plus,  a  fee  contract. 
The  cost  would  be  ultimately  borne  by  the  Austin 
Company.  The  parties  entered  into  an  elaborate 
scheme  for  insurance.  Austin  Company  could  not  be 
held  liable  for  the  torts  or  wrongdoings  of  its  sub- 
contractor Viking  Company.  It  is  inconsistent  with 
good  business  practice  and  altogether  illogical  to  have 
required  the  carrying  of  such  insurance  if  the  same 
were  meaningless.  Reference  is  made  to  pages  13-19 
of  appellant's  opening  brief  for  further  discussion  of 
this  point. 


CONCLUSION. 

It  is  respectfully  submitted  that  the  Court  erred 
in  refusing  to  allow  appellant  to  question  and  prove 
by  the  witness  Johnson  that  appellee  had  a  contract 
of  public  liability  insurance  with  a  contractual  en- 
dorsement; and  that  the  Court  erred  in  taking  the 
case  from  the  jury  and  dismissing  the  action.  Re- 
versible error  having  been  committed  the  judgment 
should  be  reversed  and  a  new  trial  granted. 

Dated,  San  Francisco,  California, 
August  31, 1951. 

Respectfully  submitted, 

Healy  and  Walcom, 
By  John  J.  Healy, 

Attorneys  for  Appellant. 
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For  Appellant: 

ERNEST  A.  TOLIN, 

United  States  Attorney, 

CLYDE  C.  DOWNING, 
ROBERT  K.  GREAN, 

Assistants  U.  S.  Attorney, 

600  U.  S.  Post  Office  &  Court  House 

Bldg, 
Los  Angeles  12,  Calif. 

For  Appellee: 

BENJAMIN  W.  HENDERSON, 

308  Pershing  Square  Bldg., 
Los  Angeles  13,  Calif. 


In  the  United  States  District  Court  in  and  for  the 
Southern  District  of  California,  Central  Division 

No.  131990 

In  the  Matter  of 
The    Petition    of    KWAN    SHUN    YUE,    to    Be 
Admitted  a  Citizen  of  the  UNITED  STATES 
OF  AMERICA 

AGREED  STATEMENT  OF  FACTS 
ON  APPEAL 

The  above-entitled  matter  came  before  the  Court 
on  the  motion  of  the  United  States  of  America  for 
an  order  denying  the  petition  of  Kwan  Shun  Yue, 
a  national  of  China,  for  naturalization. 

The  petitioner  applied  for  admission  to  the  United 
States  at  Seattle,  Washington,  July  20,  1924,  in 
possession  of  a  certificate,  as  a  treaty  merchant, 
issued  under  Section  6  of  the  Chinese  Exclusion 
Act,  (22  Stats.  58,  Act  of  May  6,  1882,  as  amended). 
The  certificate  had  been  visaed  by  the  American 
Consul  at  Hong  Kong,  June  27,  1924,  and  petitioner 
sailed  from  China  about  July  2,  1924.  On  Septem- 
ber 9,  1924,  the  Board  of  Review  of  the  Department 
of  Labor  ordered  the  subject  excluded  on  the  ground 
that  he  was  not  coming  to  the  United  States  as  a 
bona  fide  merchant  under  and  in  pursuance  of  any 
treaty  of  commerce  and  navigation. 

Habeas  corpus  proceedings  were  instituted  in  be- 
half of  petitioner  and  others  in  the  District  Court 
for  the  Western  District  of  Washington,  and  the 
writ  was  granted.    The  judgment  of  the  District 


4  United  States  of  America 

Court  was  affirmed  by  the  United  [2*]  States  Court 
of  Appeals  for  the  Ninth  Circuit  on  November  13, 
1925,  in  the  case  of  Weedin  v.  Wong  Tat  Hing, 
et  aL,  6  F.  (2d)  201. 

A  certificate  of  arrival,  showing  petitioner's  ad- 
mission as  a  treaty  merchant  under  Section  3(6)  of 
the  Immigration  Act  of  1924  was  filed  with  the 
petition  in  this  proceeding  for  naturalization,  a 
copy  of  which  is  attached  hereto,  marked  Exhibit 
"A-l"  and  made  a  part  hereof  by  reference. 

Said  motion  came  on  for  hearing  before  the  Hon- 
orable James  M.  Carter,  Judge  of  the  said  District 
Court,  on  or  about  the  29th  day  of  December,  1950, 
petitioner  appearing  by  Benjamin  W.  Henderson, 
his  attorney,  and  the  United  States  of  America  ap- 
pearing through  its  Immigration  and  Naturaliza- 
tion Service,  of  the  Department  of  Justice  by 
Lloyd  H.  Garner,  Naturalization  Examiner. 

The  Court  thereupon  denied  the  motion  of  the 
United  States  for  the  denial  of  the  petition  and  the 
Court  made  a  Minute  Order  and  rendered  a  written 
opinion  adopting  the  Findings  of  Fact,  Conclusions 
of  Law  and  Recommendations  of  the  Designated 
Examiner,  except  as  modified  by  said  opinion,  and 
the  Court  made  its  formal  order  admitting  the 
petitioner  to  citizenship  on  January  5,  1951. 

A  copy  of  the  Findings  of  Fact,  Conclusions  of 
Law  and  Eecommendations  of  the  Designated  Exam- 
iner is  attached  hereto  and  marked  Exhibit  "A" 
and  made  a  part  hereof  by  reference.   A  copy  of  the 

*Page  numbering  appearing  at  foot  of  page  of  original  Certified 
Transcript  of  Record. 
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Minute  Order  made  by  the  Court  on  December  29, 
1950,  is  attached  hereto,  marked  Exhibit  "B"  and 
made  a  part  hereof  by  reference.  The  written  Opin- 
ion of  the  Court  is  attached  hereto,  marked  Exhibit 
"C"  and  made  a  part  hereof  by  reference.  A  copy 
of  the  formal  Order  admitting  the  petitioner  to  citi- 
zenship, which  is  the  Order  appealed  from,  is  at- 
tached hereto,  marked  Exhibit  "D"  and  made  a 
part  hereof  by  reference.  The  Notice  of  Appeal 
herein  was  filed  on  February  27,  1951,  and  a  copy 
of  said  Notice  is  attached  hereto,  marked  Exhibit 
"E"  and  made  a  part  hereof  by  reference. 

The  points  to  be  relied  upon  by  appellant  are : 

(1)  That  the  Court  erred  in  holding  that  peti- 
tioner established  a  lawful  admission  to  the  United 
States  as  an  immigrant  for  permanent  residence; 
and 

(2)  That  the  Court  erred  in  exempting  peti- 
tioner from  filing  with  the  petition  a  valid  certificate 
showing  the  date,  place  and  manner  of  petitioner's 
arrival  in  the  United  States.  [3] 

It  is  hereby  agreed  by  the  parties  hereto,  through 
their  respective  counsel,  that  the  foregoing  is  a  full 
and  true  statement  of  the  above-entitled  case,  show- 
ing how  the  questions  arose  and  were  decided  by  the 
above-entitled  Court. 

Dated:     March  30,  1951. 

/s/  BENJAMIN  W.  HENDERSON, 
Attorney  for  Petitioner. 
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ERNEST  A.  TOLIN, 

United  States  Attorney. 

CLYDE  C.  DOWNING, 

Assistant  U.  S.  Attorney, 
Chief,  Civil  Division. 

/s/  ROBERT  K.  GREAN, 

Assistant  U.  S.  Attorney, 

Attorneys  for  Respondent. 

ORDER  APPROVING  AGREED  STATEMENT 

The  foregoing  Agreed  Statement  of  the  case,  pre- 
pared pursuant  to  Rule  76  of  the  Federal  Rules  of 
Civil  Procedure,  is  hereby  approved,  and  the  Clerk 
is  instructed  to  attach  a  copy  hereto  of  the  Certifi- 
cate of  Arrival,  No.  1600-K-5444,  as  an  exhibit. 

Dated  this  2nd  day  of  April,  1951. 

/s/  JAMES  M.  CARTER, 

U.  S.  District  Judge.  [4] 
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In  the  United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

THE  UNITED  STATES  OP  AMERICA, 

Respondent  and  Appellant, 

vs. 
KWAN  SHUN  YUE, 

Petitioner  and  Respondent. 

STATEMENT  OF  GROUNDS  OF  APPEAL 

An  agreed  statement  of  facts  on  appeal  having 
been  heretofore  filed  in  this  cause,  respondent  and 
appellant  now  hereby  set  forth  its  grounds  for 
appeal : 

I. 

That  the  Court  erred  in  holding  that  petitioner's 
admission  to  the  United  States  as  a  treaty  merchant 
under  Section  3(6)  of  the  Immigration  Act  of  1924 
was  admission  to  the  United  States  for  permanent 
residence  for  naturalization  purposes. 

II. 

That  the  Court  erred  in  holding  that  the  peti- 
tioner, who  had  not  filed  with  his  petition  a  cer- 
tificate of  arrival  showing  admission  to  the  United 
States  as  an  immigrant  for  permanent  residence, 
was  exempt  from  the  necessity  of  filing  such  cer- 
tificate of  arrival. 
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Dated  at  Los  Angeles,  California,  this  30th  day 
of  March,  1951. 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

CLYDE  C.  DOWNING, 

Assistant  U.  S.  Attorney, 
Chief,  Civil  Division. 

ROBERT  K.  GREAN, 

Assistant  U.  S.  Attorney.  [5] 

Exhibit  A 

In    the    United    States    District    Court,    Southern 
District  of  California,  Central  Division 

No.  131990 

In  the  Matter  of 
The    Petition    of    KAY  AN    SHUN    YUE    to    Be 
Admitted  a  Citizen  of  the  UNITED  STATES 
OF  AMERICA 

FINDINGS  OF  FACT,  CONCLUSIONS  OF 
LAW,  AND  RECOMMENDATION  OF  THE 
DESIGNATED  NATURALIZATION  EXAM- 
INER 

To  the  Honorable  the  Judges  of  the  United  States 
District  Court,  for  the  Southern  District  of 
California : 

I. 
The   undersigned,    duly   designated   pursuant    to 
Section  333  of  the  Nationality  Act  of  1940,  8  U.S.C. 
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733,  to  conduct  preliminary  hearings  on  petitioners 
for  naturalization,  respectfully  reports  that  the 
above-named  petitioner,  a  native  and  national  of 
China,  age  56  years,  who  has  lived  in  the  United 
States  continuously  since  his  lawful  admission  on 
November  13,  1925,  filed  the  petition  for  naturaliza- 
tion mentioned  above  on  June  2,  1947,  claiming  the 
exemptions  of  Section  310(b)  of  the  Nationality 
Act  of  1940. 

The  question  presented  is  whether  the  petitioner 
may  be  regarded  as  having  been  lawfully  admitted 
for  permanent  residence  for  naturalization  purposes. 

II. 

On  June  2,  1947,  following  the  filing  of  the  peti- 
tion for  naturalization,  petitioner  and  his  verifying 
witnesses  were  accorded  a  preliminary  hearing  at 
which  time  petitioner  testified  under  oath  in  part 
as  follows:  That  he  married  a  Chinese  woman  in 
China  before  [6]  migrating  to  the  United  States, 
leaving  her  there ;  that  he  heard  thru  relatives  about 
1927  that  she  had  died,  leaving  no  children;  that  in 
1932  he  was  "married"  in  accordance  with  the 
Chinese  ritual  but  without  compliance  with  Califor- 
nia procedural  requirements  in  Los  Angeles,  and 
has  three  children  born  of  that  union;  that  his 
"wife"  had  never  been  previously  married;  that  on 
March  30,  1947,  he  was  again  married  to  the  same 
woman  in  accordance  with  California  Civil  Code 
Section  79;  that  his  wife  is  a  citizen  of  the  United 
States  by  birth  in  Los  Angeles,  California,  and  that 
they  are  still  living  together ;  that  he  has  never  been 
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arrested  except  by  citations  for  minor  traffic  viola- 
tions; that  he  entered  the  United  States  at  Seattle, 
Washington,  on  November  13,  1925,  as  a  treaty  mer- 
chant, intending  to  reside  here  permanently,  and 
that  he  has  remained  in  the  United  States  continu- 
ously since  that  admission ;  that  his  present  occupa- 
tion is  grocery  store  proprietor. 

III. 

The  record  discloses  that  the  petitioner  applied 
for  admission  to  the  United  States  at  Seattle,  Wn., 
on  July  20,  1924,  in  possession  of  a  certificate  as  a 
treaty  merchant  issued  under  section  6  of  the 
Chinese  Exclusion  Act  (22  Stat.  L.  58)  (Act  of  May 
6,  1882,  as  amended).  On  September  9,  1924,  the 
Board  of  Review  of  the  Department  of  Labor  or- 
dered that  the  subject  be  excluded  in  that  he  was 
not  coming  to  the  United  States  as  a  bona  fide 
merchant  under  and  in  pursuance  of  any  treaty  of 
commerce  and  navigation.  His  Section  6  certificate 
had  been  visaed  by  the  American  Consul  at  Hong 
Kong  on  June  27,  1924,  and  he  had  sailed  from 
China  about  July  2,  1924.  Habeas  corpus  proceed- 
ings were  instituted  in  his  behalf  and  the  U.  S. 
District  Court  for  the  Western  District  of  Washing- 
ton, Northern  Division,  granted  the  writ  on  July 
13,  1925.  The  judgment  of  the  District  Court  was 
affirmed  by  the  U.  S.  Court  of  Appeals  for  the 
Ninth  Circuit,  November  13,  1925  (Wong  Fat  Hing, 
et  al.,  6  F.  2d  201.)  A  certificate  of  arrival,  quali- 
fied to  show  the  true  character  of  his  admission  as  a 
treaty  merchant  under  section  3(6)   of  the  Immi- 
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gration  Act  of  1924  has  been  filed  with  the  peti- 
tion. [7] 

The  issue  in  the  instant  case  should  not  be  con- 
fused with  recent  decisions  holding  that  Chinese 
persons  who  have  been  admitted  to  the  United 
States  subsequent  to  July  1,  1924,  as  minor  children 
of  Chinese  merchants  who  had  been  admitted  to  the 
United  States  prior  to  July  1,  1924,  could  be  con- 
sidered as  having  a  lawful  admission  for  permanent 
residence  for  naturalization  purposes  (Wong  Choon 
Hoi,  71  F.  Supp.  160,  appeal  dismissed  164  F.  2d 
699,  9th  Cir.,  1947 ;  Petition  of  Chi  Yan  Cham  Louie, 
70  F.  Supp.  493,  app.  dism.  166  F.  2d  15,  9th  Cir. 
1947;  Pet'n  of  David  Jow  Gin,  USD  Court,  Chicago, 
#323406,  app.  dism.  7th  Cir.  6/9/49,  175  F.  2d 
299;  and  Petition  of  Yung  Poy,  177  F.  2d  144).  In 
those  cases  the  fathers  had  been  admitted  prior  to 
July  1,  1924,  and  were  considered  as  having  a  lawful 
admission  for  permanent  residence.  In  the  instant 
case  the  petitioner's  first  arrival  in  the  United 
States  was  after  July  1,  1924.  He  was  admitted  on 
his  own  status  as  a  merchant  and  not  on  the  basis 
of  any  rights  derived  from  a  person  who  had  pre- 
viously been  admitted  for  permanent  residence. 

The  instant  petitioner's  right  to  enter  the  United 
States  was  predicated  essentially  upon  Article  II  of 
the  Treaty  of  Commerce  and  Navigation  with  China, 
dated  November  17,  1880,  which  provides  in  part 
as  follows: 

Chinese  subjects,  whether  proceeding  to  the 
United  States  as  teachers,  students,  merchants 
or  from  curiosity,  together  with  their  bodv  and 
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household  servants,  and  Chinese  laborers  who 
are  now  in  the  United  States  shall  be  allowed 
to  go  and  come  of  their  own  free  will  and 
accord,  and  shall  be  accorded  all  the  rights, 
privileges,  immunities,  and  exemptions  which 
are  accorded  to  the  citizens  and  subjects  of  the 
most  favored  nation. 

Since  the  instant  petitioner  entered  the  United 
States  after  July  1,  1924,  his  status  must  also  be 
evaluated  in  the  light  of  the  Immigration  Act  of 
1924,  43  Stat.  153,  which  became  effective  on  July 
1,  1924.  It  is  not  disputed  that  Chinese  merchants 
and  their  families  who  entered  the  United  States 
prior  to  July  1,  1924,  may  be  regarded  as  admitted 
for  permanent  residence,  as  neither  the  Treaty  nor 
the  Act  of  May  6,  1882,  as  amended  by  the  Act 
of  July  5,  1884,  then  in  effect,  contained  any  limita- 
tion restricting  the  term  or  nature  of  their  stay  [8] 
in  the  United  States.  However,  in  enacting  the 
Immigration  Act  of  1924,  Congress  made  drastic 
revisions  in  the  earlier  patterns  of  regulation.  All 
aliens  seeking  to  enter  the  United  States  were  desig- 
nated as  immigrants,  except  the  groups  classified  as 
non-immigrants  in  Section  3,  8  U.S.C.  203.  Immi- 
grants were  required  to  obtain  immigration  visas, 
and,  except  for  those  classified  as  non-quota  immi- 
grants, were  subject  to  quote  restrictions.  [Sections 
4,  11,  13(a),  Immigration  Act  of  1924,  8  U.S.C. 
204,  211,  213(a)].  Section  3(6)  of  the  1924  Act,  8 
U.S.C.  203(6),  classified  as  a  non-immigrant , " an 
alien  entitled  to  enter  the  United  States  solelv  to 
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carry  on  trade  under  and  in  pursuance  of  the  pro- 
visions of  a  present  existing  treaty  of  commerce  and 
navigation." 

In  enacting  section  3(6)  of  the  1924  Act,  Congress 
did  not  seek  to  nullify  existing  treaties.  On  the  con- 
trary, the  legislative  history  indicates  that  Section 
3(6)  was  designated  to  safeguard  treaty  obligations. 
(House  Rep.  360,  68th  Cong.,  1st  Sess.).  But  in 
limiting  the  terms  of  admission,  Congress  actually 
was  effectuating  the  purpose  of  the  treaties,  which 
sought  merely  to  enable  nationals  of  the  contracting 
nations  to  enter  for  the  purposes  of  trade,  and  not 
for  permanent  settlement.  This  aim  seems  clearly 
shown  in  the  1880  treaty  with  China,  which  lists 
merchants  with  traders,  students  and  travelers  for 
curiosity — clearly  not  permanent  settlers — and  au- 
thorized the  excepted  categories  "to  go  and  come 
of  their  own  free  will  and  accord."  This  hardly 
appears  to  have  envisioned  a  formula,  for  permanent 
settlement.  Congress  in  the  1924  Act,  therefore, 
deliberately  excluded  the  treaty  merchants  from  its 
designation  as  immigrants — those  coming  for 
permanent  residence — and  listed  them  with  the  non- 
immigrants— whose  sojourn  was  limited  in  period  or 
purpose.  It  can  hardly  be  disputed,  therefore,  that 
treaty  merchants,  including  those  who  entered  under 
the  treaty  with  China,  admitted  to  the  United 
States  after  June  30,  1924,  are  not  classed  as  perma- 
nent residents  for  naturalization  purposes. 

In  the  case  of  In  re  Pezzi,  29  F.  2d  999,  DC  Calif. 
1928,  there  came  before  the  Court  a  petition  for 
naturalization  of  a  woman  [9]  who  had  entered  the 
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United  States  in  1925  as  a  non-immigrant  alien. 
In  1926  she  was  granted  permission  by  the  Depart- 
ment of  Labor  to  remain  in  the  United  States  indefi- 
nitely, so  long  as  her  husband  maintained  his  status 
as  a  treaty  merchant.  The  record  showed  that  the 
petitioner  was  admitted  to  the  United  States  under 
Section  3  (2)  of  the  Immigration  Act  of  1924  and 
that  her  status  was  later  changed  to  that  of  the  wife 
of  a  treaty  merchant  under  Section  3(6)  of  that 
Act.  The  petitioner  had  resided  in  the  United  States 
for  the  statutory  period  and  urged  that  she  intended 
to  remain  permanently  in  the  United  States;  that, 
consequently,  she  was  lawfully  admitted  to  the 
United  States  for  permanent  residence  and  was 
therefore  eligible  for  naturalization.  The  Court 
denied  the  petition,  and  held,  at  page  1001 : 

In  order  to  be  entitled  to  naturalization,  an 
alien  must  establish  lawful  entry  into  the 
United  States  as  an  immigrant,  with  intent  to 
remain  in  the  United  States  permanently.  An 
alien  who  enters  the  United  States  without  in- 
spection and  admission  as  an  immigrant  for 
permanent  residence  is  not  entitled  to  natural- 
ization under  our  statutes.  Kaplan  vs.  Tod,  267 
US  228,  45  S.Ct.  257,  69  L.  Ed.  585;  In  re 
Kempson,  et  al.,  14  F.  2d  668 ;  In  re  Jensen,  11 
F.  2d  414;  Ex  Parte  Marchant,  et  al.,  3  F.  2d 
695. 

The  Court  further  said,  at  page  1002 : 

Has  the  petitioner  here  met  the  requirements 
of  the  law?  I  think  not.  The  petitioner  has  no 
status  in  the  United  States,  other  than  being 
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the  wife  of  her  husband.  Her  husband's  status 
is  defined  by  the  provisions  of  Sec.  3  of  the 
Quota  Act  of  1924  and  the  treaty  of  commerce 
and  navigation  between  the  United  States  and 
Italy  of  1871  (17  Stat.  845).  This  treaty  defines 
the  status  of  "Italian  citizens  in  the  United 
States  and  citizens  of  the  United  States  in 
Italy."  Article  1.  It  clearly  contemplates  the 
temporary  stay  of  the  merchants  of  one  country 
in  the  territory  of  the  other.  It  accentuates  the 
fact  that  the  citizen  of  the  one  country  is  entitled 
to  certain  rights  and  privileges  in  the  other 
country,  including  the  privilege  of  being  accom- 
panied by  wife,  minor  children,  servants,  etc., 
solely  and  wholly  because  such  citizen  of  one 
country  is  in  the  other  country,  temporarily, 
and  for  no  other  purpose  than  to  carry  on  trade. 
There  is  not  the  slightest  thought  involved  in 
the  language  of  the  treaty  that  the  citizen  of  one 
country,  residing  in  the  other  country  as  a 
treaty  merchant,  is  laying  the  foundation  for  be- 
coming a  citizen  of  the  other.  Everything  in 
the  treaty  negatives  that  thought. 

Neither  the  petitioner  nor  her  husband  could 
have  been  admitted,  under  the  credentials  they 
carried,  as  immigrants  or  as  persons  coming  for 
the  purpose  of  permanently  residing  in  the 
United  States.  They  were  admitted  specifically 
as  non-immigrant  aliens,  and  specifically  under 
the  language  of  the  Quota  Law  of  1924,  as 
"aliens  entitled  to  enter  *  *  *  [10]  solely  to 
carry  on  trade  under  and  in  pursuance  of  the 
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provisions  of  a  present  existing  treaty  of  com- 
merce and  navigation."  8  U.S.C.  203.  The  word 
" solely"  there  means  exactly  what  it  says. 

The  Court  referred  to  the  argument  of  counsel  as 
to  the  petitioner's  rights  under  the  treaty  with  Italy, 
and  said: 

The  treaty  rights  are  clear  and  unambiguous, 
and  are  limited  solely  to  the  right  of  all  the 
freedom  of  movement  and  protection  under  our 
laws  that  are  essential  to  the  carrying  on  of 
trade  as  a  citizen  of  a  friendly  nation,  really 
moving  in  this  country  under  the  flag  of  his 
own  country  and  being  here  for  temporary  pur- 
poses. The  Immigration  Quota  Act  of  1924 
sharpens  this  doctrine  of  the  rights  of  a  treaty 
merchant  and  is  wholly  in  harmony  with  it. 
Should  it  be  true  that  the  Immigration  Act  con- 
tains additional  limitations,  that  makes  the 
status  of  the  treaty  merchants  all  the  more 
pronounced. 

The  Court  consequently  rules  that  the  petitioner 
had  not  complied  with  the  requirements  of  the 
naturalization  laws  as  to  an  entry  into  the  United 
States  for  permanent  residence,  and  that  therefore 
her  petition  must  be  denied.  It  should  be  noted 
that  the  treaty  that  was  under  consideration  in  the 
Pezzi  case,  the  treaty  with  Italy  of  February  26, 
1871,  specifically  provided  that  the  citizens  of  the 
respective  countries  parties  to  the  treaty  would  have 
the  "liberty  to  sojourn  and  reside  in  all  parts  what- 
ever of  said  territories,"  referring  to  the  territories 
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of  the  countries.  They  were  also  given  the  right  to 
enjoy  the  privileges  and  rights  of  natives  of  the 
countries  and  to  carry  on  trade  and  commerce  with 
restriction  (17  Stat.  845).  Likewise,  under  Article 
II  of  the  treaty  citizens  of  each  of  the  countries  had 
the  right  to  travel  in  the  states  and  territories  of  the 
other  country. 

The  similarity  between  the  foregoing  case  and 
the  present  issue  cannot  lightly  be  disregarded.  In 
both  cases  the  petitioners  were  admitted  to  the 
United  States  subsequent  to  the  passage  of  the 
Immigration  Act  of  1924;  in  both  cases  the  status 
of  the  petitioners  was  that  of  a  non-immigrant 
under  section  3(6)  of  that  Act,  with  the  right  to 
remain  indefinitely  in  the  United  States;  in  both 
cases  the  immigration  status  of  the  petitioners  was 
based  upon  a  treaty  with  a  foreign  country  relating 
to  trade  and  commerce.  No  good  reason,  in  fact  or 
law,  can  be  discerned  why  the  rule  in  the  case  of 
In  re  Pezzi  [11]  should  not  apply  to  the  present 
issue  particularly  since  the  cited  case  is  not  unique 
but  represents  a  theory  of  law  which  has  been  uni- 
formly followed. 

In  the  case  of  Subhi  Mustafa  Sadi  v.  U.  S.,  48 
F.  2d  1040  (2d  Cir.  1931),  a  petition  for  naturaliza- 
tion was  filed  by  a  person  who  had  entered  the 
United  States  on  August  1,  1923,  as  a  non-quota 
immigrant,  student,  under  the  Immigration  Act  of 
1921.  Deportation  proceedings  were  instituted 
against  him  and  upon  application  for  habeas  corpus 
such  proceedings  were  dismissed  on  the  ground  that 
he  was  exempt  from  the  quota  and  not  subject  to 
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deportation.  In  connection  with  his  petition  for 
naturalization,  the  subject  argued  that  the  order 
sustaining  the  writ  of  habeas  corpus  fixed  his  status 
as  an  alien  admitted  to  the  United  States  for  per- 
manent residence.  The  Court  denied  the  petition 
for  naturalization,  and  stated: 

This  appears  to  be  a  case  of  unusual  hard- 
ship, but  the  status  above  quoted  explicitly 
forecloses  any  right  to  the  appellant  to  be  ad- 
mitted to  citizenship  on  his  pending  petition. 
We  do  not  now  undertake  to  determine  whether 
or  not  he  was  entitled  to  entry  for  permanent 
residence  at  the  time  he  was  admitted  at  Bos- 
ton. The  fact  remains  that  he  was  not  so  ad- 
mitted, and  while  that  record  stands  he  cannot 
comply  with  the  statute  requiring  his  lawful 
entry  for  permanent  residence  to  be  established. 
See  In  re  Weig,  30  F.  2d  418. 

It  is  urged  that  the  order  sustaining  the  writ 
of  habeas  corpus  fixed  his  status  as  that  of  an 
alien  admitted  for  permanent  residence.  To  the 
extent  that  it  had  the  effect  of  preventing  his 
deportation  upon  the  warrant  which  had  been 
issued,  it  did,  of  course,  lend  some  color  of 
permanence  to  his  stay,  in  that  he  successfully 
withstood  that  attempt  to  deport  him,  but  it 
did  not  change  in  any  respect  the  terms  and 
conditions  of  his  original  entry.  It  simply  gave 
effect  to  the  right  he  then  possessed  to  remain 
in  this  country  notwithstanding  the  order  of 
deportation  which  had  been  issued.    In  respect 
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to  his  ability  to  lay  an  essential  foundation  for 
his  admission  to  citizenship,  he  stands  in  ex- 
actly the  same  situation  he  would  have  been 
had  no  warrant  for  his  deportation  been  issued 
and  no  writ  of  habeas  corpus  sustained  in  his 
behalf. 

Upon  rehearing  the  Court  again  said,  at  page  1041 : 
To  be  sure,  his  discharge  on  the  writ  of 
habeas  corpus  did,  as  we  said  before,  establish 
his  right  to  remain  in  this  country  in  spite  of 
the  effort  then  being  made  to  deport  him,  but, 
because  it  did  not  necessarily  require  proof  that 
he  had  been  admitted  for  permanent  residence, 
it  now  is  of  no  aid  to  him  when  he  must  show 
that  fact  as  a  condition  precedent  to  the  va- 
lidity of  his  petition  for  naturalization.  See 
IT.  S.  ex  rel.  Gentile  v.  Day,  25  F.  2d  717. 

Here  again  we  see  a  decision  by  an  appellate  court 
to  the  effect  [12]  that  the  mere  fact  that  a  peti- 
tioner for  naturalization  is  not  deportable,  does  not 
create  a  lawful  admission  for  permanent  residence 
for  naturalization  purposes.  A  similar  decision  was 
made  in  Warblow  v.  U.  S.,  134  F.  2d  791  (2d  Cir. 
1943),  where  the  Court  in  ruling  upon  the  question 
of  lawful  continuous  residence  required  of  a  peti- 
tioner for  naturalization,  said,  at  page  792 : 

If  what  is  a  legal  admission  for  permanent 
residence  for  the  purposes  of  naturalization  is 
to  be  determined  in  accordance  with  the  immi- 
gration laws,  it  is  clear  that  the  appellant  had 
not  resided  in  this   country  for  at   least   two 
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years  immediately  preceding  the  date  of  his 
petition  in  pursuance  of  a  legal  admission  for 
permanent  residence. 

The  Court  further  said: 

When  aliens  enter  the  United  States  they  are 
lawfully  here  for  permanent  residence  only  if 
they  have  complied  with  the  requirements  of 
the  laws  of  this  country  applicable  to  the  in- 
coming of  such  people.  Those  laws  are  the 
immigration  laws  and  so  far  as  we  know,  or 
the  appellant  has  been  able  to  point  out,  are 
the  only  laws  under  which  the  right,  or  the 
contrary,  of  an  alien  to  come  here  and  stay 
may  be  determined.  When  the  nature  of  his 
residence  in  the  United  States  has  been  so  de- 
termined, his  status  under  the  naturalization 
laws  is  established  so  far  as  that  feature  is 
concerned.  They  set  up  no  different  general 
standards  of  their  own  in  that  regard. 

It  can  be  seen,  therefore,  that  insofar  as  the  de- 
cisions of  the  courts  are  concerned,  it  is  the  estab- 
lished rule  that  a  petitioner  for  naturalization  must 
establish  a  lawful  admission  to  the  United  States 
for  permanent  residence  as  an  immigrant.  The 
mere  fact  that  the  alien  is  not  deportable  does  not 
create  a  status  of  lawful  permanent  residence  in 
the  United  States,  nor  does  a  lawful  admission  as 
a  non-immigrant  constitute  a  basis  for  a  petition 
for  naturalization. 

On  December  17,  1943,  Congress  passed  the 
Chinese  Exclusion  Repeal  Act  (57  Stat.  600).    Sec- 
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tion  3  of  the  Statute  directed  that  Chinese  persons 
or  persons  of  Chinese  descent  be  added  to  the  racial 
groups  that  are  eligible  for  naturalization.    In  en- 
acting this  legislation,  Congress  did  not  contemplate 
that  all  Chinese  persons  in  the  United  States  should 
thereby  be  naturalized.    On  the  contrary,  Congress 
merely  put  the   Chinese   on   a   parity   with   other 
racial  groups  and  insisted  that  they  qualify   for 
naturalization  on  the  same  terms  [13]  as  all  other 
applicants.    This   design   was   specifically   asserted 
by  the  Congressional  Committees  which  considered 
the  legislation,  in  the  following  language   (House 
Rep.  732;  Sen.  Tep.  535,  78th  Congr.,  1st  Sess.) : 
The  number  of  Chinese  who  will  actually  be 
made  eligible  for  naturalization  under  this  sec- 
tion   is   negligible.     There    are    approximately 
45,000   alien   Chinese    persons   in    the    United 
States    (continental,   territorial,   and   insular). 
However,    a   large   number   of   these    Chinese 
have  never  been  admitted  to  the  United  States 
for  lawful  permanent  residence,  which  is  a  con- 
dition precedent  to  naturalization  and,  there- 
fore, many  of  this  number  could  not  be  eligible 
for  naturalization,  not  because  of  racial  dis- 
ability, but  because  they  cannot  meet  existing 
statutory  requirements  of  the  law.   The  number 
of  Chinese  who  will  be  made  eligible  in  the 
future,  in  addition  to  those  already  here,  will 
of  necessity  be  very  small  because  the  quota  for 
China  is  limited  to  105  per  annum,  as  provided 
for  in  Section  2  of  this  bill. 
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It  is  concluded  that  Congress  contemplated 
granting  the  privilege  of  naturalization  only  to 
those  Chinese  aliens  who  were  lawfully  admitted  to 
the  United  States  for  permanent  residence  as  im- 
migrants. As  this  petitioner  was  admitted  as  a  non- 
immigrant, he  is  not  considered  as  having  been 
lawfully  admitted  to  the  United  States  for  per- 
manent residence  for  naturalization  purposes,  and 
the  certificate  of  arrival  which  forms  the  basis  of 
his  petition  for  naturalization  is  not  a  valid  cer- 
tificate of  arrival  for  naturalization  purposes. 

IV. 

Pursuant  to  the  provisions  of  Section  333  of  the 
Nationality  Act  of  1940,  8  U.S.C.  333,  I  hereby 
make  the  following  findings  of  fact  and  conclusions 
of  law: 

Findings  of  Fact 

(a)  That  the  petitioner  is  an  alien,  and  filed  a 
petition  for  naturalization  on  June  2,  1947; 

(b)  That  the  petitioner  was  admitted  to  the 
United  States  on  November  13,  1925,  pursuant  to 
the  provisions  of  Section  3(6)  of  the  Immigration 
Act  of  1924,  and  has  resided  in  the  United  States 
continuously  since  that  date; 

(c)  That  petitioner  has  not  filed  with  his  peti- 
tion a  certificate  of  arrival  showing  admission  to 
the  United  States  as  an  [14]  immigrant  for  per- 
manent residence;  and 

(d)  That  petitioner  has  not  established  facts 
showing  that  he  is  exempt  from  the  necessity  of 
filing  such  certificate  of  arrival. 
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Conclusions  of  Law 

(a)  That  the  petitioner  has  failed  to  establish 
lawful  admission  to  the  United  States  as  an  im- 
migrant for  permanent  residence; 

(b)  That  a  valid  certificate  of  arrival,  showing 
the  date,  place  and  manner  of  arrival  in  the  United 
States,  as  required  or  contemplated  by  Section  332 
of  the  Nationality  Act  of  1940,  8  U.S.C.  732,  was 
not  filed  with  the  petition,  and  petitioner  is  not 
exempt  from  such  procedural  requirement ;  and 

(c)  That  petitioner  may  not  be  naturalized. 

V. 

I  therefore  recommend  that  the  petition  of  Kwan 
Shun  Yue  for  naturalization  be  denied  on  the 
grounds  that  (a)  petitioner  has  failed  to  establish 
lawful  admission  to  the  United  States  for  per- 
manent residence  and  (b)  that  a  valid  certificate  of 
arrival  was  not  filed  with  the  petition,  and  peti- 
tioner has  not  established  exemption  from  such 
requirement. 

Respectfully  submitted, 

LLOYD  H.  GARNER, 

U.  S.  Naturalization 
Examiner. 
August  21,  1950,  Los  Angeles,  Calif. 
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U.  S.  Department  of  Justice 

Immigration  and  Naturalization  Service 

Rev.  10-1-44 

No.  1600-K-5444 

Certificate  of  Arrival 

I  hereby  Certify  that  the  immigration  records 
show  that  the  alien  named  below  arrived  at  the 
port,  on  the  date  and  in  the  manner  shown,  and  was 
lawfully  admitted  to  the  United  States  of  America 
under  Section  3(6)  of  the  Immigration  Act  of  1924. 

Name:  Kwan  Shun  Yue. 

Port  of  entry:  Seattle,  Washington. 

Date:  Nov.  13,  1925. 

Manner  of  arrival:  SS  President  Grant. 

I  Further  Certify  that  this  certificate  of  arrival 
is  issued  under  authority  of  and  in  conformity  with 
the  provisions  of  the  Nationality  Act  of  1940  solely 
for  the  use  of  the  alien  herein  named  and  only  for 
naturalization  purposes. 

In  Witness  Whereof  this  Certificate  of  Arrival  is 
issued  May  6,  1947. 

[Seal]        /s/  UGO  CARUSE, 

Commissioner.  [15] 
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Exhibit  B 

At  a  stated  term,  to  wit:  The  September  Term 
A.  D.  1950,  of  the  District  Court  of  the  United 
States  of  America,  within  and  for  the  Central  Divi- 
sion of  the  Southern  District  of  California,  held  at 
the  Court  Room  thereof,  in  the  City  of  Los  Angeles 
on  Friday,  the  29th  day  of  December,  in  the  year  of 
our  Lord  one  thousand  nine  hundred  and  fifty. 

Present:  The  Honorable  James  M.  Carter, 
District  Judge. 

[Title  of  Cause.] 

MINUTE  ORDER 

This  matter  having  been  duly  heard  and  sub- 
mitted, and  the  Court  having  duly  considered  the 
matter,  the  Court  now  hands  down  its  Opinion, 
which  is  filed;  and,  pursuant  to  said  Opinion,  it  is 
ordered  that  the  motion  of  the  United  States  for 
the  denial  of  the  petition  be  denied,  and  that  the 
petition  for  citizenship  be  granted.  The  Court 
adopts  the  findings  of  fact  and  conclusions  of  law 
of  the  Examiner,  except  as  they  are  modified  by  the 
Opinion;  counsel  for  the  government  will  present 
formal  order  for  Court's  signature  within  10  days, 
and  will  arrange  with  opposing  counsel  and  the 
Court  to  have  the  petitioner  personally  present  in 
open  court  at  that  time  for  the  purpose  of  ad- 
ministering the  oath  of  allegiance  and  such  further 
proceedings  as  are  required  by  law.  [16] 
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Exhibit  C 

In  the  District  Court  of  the  United.  States,  South- 
ern District  of  California,  Central  Division 

No.  131990 

In  the  Matter  of 
The    Petition    of    KWM    SHUN    YUE,    to    Be 
Admitted  a  Citizen  of  the  UNITED  STATES 
OF  AMERICA 

OPINION 

BENJAMIN  W.  HENDERSON, 

308  Pershing  Square  Building, 
448  S.  Hill  Street, 

Los  Angeles,  California, 

MAdison  2766, 

Attorney  for  Petitioner. 

LLOYD  H.  GARNER, 

Naturalization  Examiner, 
Immigration  &  Naturalization  Service, 

458  S.  Spring  Street, 

Los  Angeles,  California, 

MUtual  1281, 

For  the  United  States. 

Carter,  James  M.,  District  Judge. 

This  matter  comes  before  the  court  on  the  motion 
of  the  United  States  of  America  for  an  order  deny- 
ing the  petition  of  Kwan  Shun  Yue,  a  National  of 
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China,  for  naturalization,  on  the  ground  (1)  that 
petitioner  has  failed  to  establish  a  lawful  admission 
to  the  United  States  as  an  immigrant  for  permanent 
residence,  and  (2)  on  the  further  ground  that  [17] 
a  valid  certificate  showing  the  date,  place  and  man- 
ner of  petitioner's  arrival  in  the  United  States, 
was  not  filed  with  the  petition,  and  that  petitioner 
has  not  established  exemption  from  such  require- 
ment. 

The  particular  question  to  be  decided  is  the  effect 
of  the  Immigration  Act  of  May  26,  1924,  c.  190  (43 
Stats.  1531)  and  Sec.  3  thereof  (8  U.S.C.  §203) 
which  became  effective  July  1,  1924,  on  Chinese 
treaty  merchants  entering  the  United  States  after 
the  effective  date  of  that  statute,  when  read  in  con- 
nection with  the  treaty  between  this  country  and 
China,  of  November,  18801  (22  Stats.  8261  and  the 
subsequent  treaty  of  March,  18942  (28  Stats.  1210). 


JThe  pertinent  section  of  Article  II  of  the  Treaty 
reads  as  follows:  "Chinese  subjects,  whether  pro- 
ceeding to  the  United  States  as  teachers,  students, 
merchants  or  from  curiosity,  together  with  their 
body  and  household  servants,  and  Chinese  laborers 
who  are  now  in  the  United  States,  shall  be  allowed 
to  go  and  come  of  their  own  free  will  and  accord, 
and  shall  be  accorded  all  the  rights,  privileges,  im- 
munities and  exemptions  which  are  accorded  to  the 
citizens  and  subjects  of  the  most  favored  nation." 


2The  pertinent  section  of  the  Treaty  is  Article  III, 
which  reads  as  follows:  "The  provisions  of  this  con- 
vention shall  not  affect  the  right  at  present  enjoyed 
of  Chinese  subjects,  being  officials,  teachers,  students, 
merchants  or  travellers  for  curiosity  or  pleasure, 
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The  Facts 

The  facts,  as  found  by  the  designated  Examiner, 
show  that  petitioner  applied  for  admission  to  the 
United  States  at  Seattle,  Washington,  July  20,  1924, 
in  possession  of  a  certificate,  as  a  treaty  merchant, 
issued  under  Section  6  [18]  of  the  Chinese  Exclusion 
Act  (22  Stats.  58,  Act  of  May  6,  1882,  as  amended). 
The  certificate  had  been  visaed  by  the  American 
Consul  at  Hong  Kong,  June  27,  1924.  On  Septem- 
ber 9,  1924,  the  Board  of  Review  of  the  Department 
of  Labor  ordered  the  subject  excluded  on  the  ground 
that  he  was  not  coming  to  the  United  States  as  a 
bona  fide  merchant  under  and  in  pursuance  of  any 
treaty  of  commerce  and  navigation. 

Habeas  corpus  proceedings  were  instituted  in  be- 
half of  petitioner  and  others  in  the  District  Court 
for  the  Western  District  of  Washington,  and  the 
writ  was  granted.  The  judgment  of  the  District 
Court  was  affirmed  by  the  United  States  Court  of 
Appeals  for  the  Ninth  Circuit  on  November  13, 
1925,  in  the  case  of  Weedin  v.  Wong  Tat  Hing,  et 
al.,  6  F.  (2d)  201. 

The  findings  of  the  designated  Naturalization 
Examiner  in  the  present  proceeding  for  naturaliza- 
tion, contains  the  statement,  "A  certificate  of  ar- 

but  not  laborers,  of  coming  to  the  United  States  and 
residing  therein.  To  entitle  such  Chinese  subjects 
as  are  above  described  to  admission  into  the  United 
States,  they  may  produce  a  certificate  from  their 
government  or  the  government  where  they  last  re- 
sided vised  by  the  diplomatic  or  consular  represent- 
ative of  the  United  States  in  the  country  or  port 
whence  they  depart  *  *  *"    (Emphasis  added.) 
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rival,  qualified  to  show  the  true  character  of  his 
admission  as  a  treaty  merchant  under  Section  3(6) 
of  the  Immigration  Act  of  1924  has  been  filed  with 
the  petition."   (8  U.S.  Code  §203(6)  1). 


The  Law 

Petitions  for  the  naturalization  of  Chinese  aliens 
who  as  children  of  treaty  merchants,  entered  the 
United  States  after  July  1,  1924,  but  whose  fathers, 
the  treaty  merchants,  entered  the  United  States  be- 
fore July  1,  1924,  have  been  before  the  courts  and 
the  cases  have  uniformly  held  that  the  admission  of 
the  treaty  merchant  (the  father)  prior  to  July  1, 
1924,  made  legal  the  subsequent  admission  of  the 
children  to  the  United  States,  and  that  the  child's 
residence  was  of  such  a  permanent  character  as  to 
be  sufficient  for  naturalization  purposes.  Petition  of 
Wong  Choon  Hoi  (C.C.S.D.CaL),  71  F.  Supp.  160; 
appeal  dismissed  164  F.(2d)  [19]  696,  on  the  ground 
that  the  appellant  was  not  a  proper  party.  In  re 
Chi  Yan  Cham  Louie,  (D.C.W.D.  Wash.)  70  F. 
Supp.  493;  appeal  dismissed  166  F.(2d)  15,  on  the 
ground  appellant  was  not  a  proper  party.  In  re 
Jow  Gin,  (7  Cir.)  175  F.(2d)  299;  United  States 
v.  Yung  Poy  (9  Cir.)  177  F.(2d)  144. 

The  Government  now  urges,  however,  that  because 
of  the  provisions  of  the  Immigration  Act  of  May 
26,  1924,  (43  Stats.  153)  Title  8,  U.S.C.,  Sec.  2033 


3"§203.  Immigrant  defined.  When  used  in  this 
chapter  the  term  'immigrant'  means  any  alien  de- 
parting from  any  place  outside  the  United  States 
destined  for  the  United  States,  except  *  *  *  (6)  an 
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that  the  Congress,  in  substance,  created  two  classes 
of  people  entering  the  United  States,  immigrants 
and  non-immigrants,  and  the  Congress,  in  the  Act, 
deliberately  excluded  treaty  merchants  from  the 
designation  as  immigrants,  (i.e.  those  coming  for 
permanent  residences)  and  listed  them  with  the  non- 
immigrants, and  that  therefore  petitioner,  arriving 
after  July  1,  1924,  was  not  admitted  to  the  United 
States  for  permanent  residence  and  cannot  be  nat- 
uralized. 

It  is  elemental  that  Congress,  by  statute,  cannot 
vary  or  diminish  rights  created  under  a  treaty,  and 
the  courts  have  consistently  held  that  the  various 
immigration  acts  passed  after  the  treaties  with 
China  in  1880  and  1884,  do  not  abrogate,  nullify  or 
abridge  the  rights  of  Chinese  to  enter  pursuant 
thereto.  Haff  v.  Yung  Poy,  (9  Cir.  1933)  68  F.(2d) 
203. 

We  choose  to  rely  particularly  on  the  decision  by 
Judge  Mathes  in  the  petition  of  Wong  Choon  Hoi, 
71  F.  Supp.  [20]  160,  supra.  It  is  well  reasoned  and 
collects  the  authorities.  The  factual  situation  in  that 
case  concerned  the  son  of  a  Chinese  merchant  who 
had  entered  the  United  States  in  1934,  while  his 
father  had  previously  entered  the  United  States 
before  July  1,  1924.  The  case  holds  that  the  minor 
son,  upon  entry,  acquired  the  domicile  of  his  father 

alien  entitled  to  enter  the  United  States  solely  to 
carry  on  trade  between  the  United  States  and  the 
foreign  state  of  which  he  is  a  national  under  twenty- 
one  years  of  age,  if  accompanying  or  following  to 
join  him.  *  *  *" 
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and  that  the  domicile  was  sufficient  to  permit  the 
naturalization  of  the  son.  The  reasoning  of  the  case, 
and  the  authorities,  apply  equally  to  a  treaty  mer- 
chant entering  the  United  States  after  July  1,  1924. 

But  it  further  appears  to  the  court  that  the  lan- 
guage of  the  articles  of  the  two  treaties  heretofore 
set  forth  in  the  margin,  contain  in  their  very  lan- 
guage provisions  that  the  treaty  merchant  shall  have 
domicile  or  permanent  residence  in  the  United 
States. 

The  Treaty  of  1880  in  Article  II,  provides  that 
Chinese  merchants  "shall  be  accorded  all  rights, 
privileges,  immunities  and  exemptions  which  are 
accorded  to  the  citizens  and  subjects  of  the  most 
favored  nation."  This  certainly  would  include  the 
right  to  permanent  residence  or  domicile  sufficient 
for  naturalization. 

The  Treaty  of  1884,  in  Article  III,  provides  that 
"the  provisions  of  this  convention  shall  not  affect 
the  right  at  present  enjoyed  of  Chinese  *  *  *  mer- 
chants *  *  *  of  coming  to  the  United  States  and  resid- 
ing therein.  The  words  "residing  therein"  indicate 
clearly  the  intention  of  the  treaty  making  powers  to 
provide  for  permanent  residence  or  domicile  in  the 
United  States  on  the  part  of  Chinese  merchants  and 
the  other  classes  therein  enumerated. 

The  Government  cites  cases  to  the  effect  that  the 
mere  fact  that  an  alien  is  not  deportable  does  not 
create  a  status  of  lawful  permanent  residence  in 
the  United  States.  [21] 

Subhi  Mistafa  Sadi  v.  U.S.,  (2  Cir.)  48  F. 
(2d)  1040;  Werblow  v.  U.S.,  (2  Cir.)  134  F. 
(2d)  791. 
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The  court  has  no  disagreement  with  these  hold- 
ings. 

We  hold  that  the  petitioner  was  lawfully  admitted 
to  the  United  States  for  permanent  residence  suffi- 
cient for  naturalization  purposes;  and  in  view  of  the 
findings  by  the  designated  Examiner  that  the  peti- 
tioner, upon  his  application  for  admission  to  the 
United  States  was  in  possession  of  a  certificate  as  a 
treaty  merchant  issued  under  Section  6  of  the  Chi- 
nese Exclusion  Act,  and  that  a  certificate  of  arrival 
qualified  to  show  the  character  of  his  admission  as 
a  treaty  merchant  under  Section  3(6)  of  the  Immi- 
gration Act  of  1924  has  been  filed  with  his  petition, 
it  follows  that  both  grounds  of  objection  by  the 
United  States  fail. 

The  motion  of  the  United  States  is  denied  and 
the  application  of  Kwan  Shun  Yue  for  naturaliza- 
tion is  granted.  The  findings  of  fact,  conclusions  of 
law  and  recommendations  of  the  designated  Exami- 
ner are  adopted  by  this  court,  except  as  they  are 
modified  by  this  opinion.  Formal  order  will  be 
prepared  by  counsel.  [22] 
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Exhibit  D 

Form  N-484-A 

U.  S.  Department  of  Justice 

Immigration  and  Naturalization  Service 

(Edition  of  5-15-44) 

Vol.  14  page  208 

Date:    January  5th,  1951    List  No.  147 

This  list  consists  of  two  sheets. 

Sheet  No.  2 

ORDER  OF  COURT 

In  the  District  Court  of  the  United  States 

Southern  District  of  California, 
Central  Division — ss. 

Upon  consideration  of  the  petitions  for  naturali- 
zation listed  on  List  No.  147,  sheets  1  to  2,  dated 
January  5th,  1951,  presented  in  open  Court  this  5th 
day  of  January,  A.D.  1951,  It  Is  Hereby  Ordered 
that  each  of  the  said  petitions  be,  and  hereby  is, 
denied,  except  those  petitions  listed  below. 

Recommendations  of  Designated  Officer  Is  Dis- 
approved as  to  the  Petitions  Listed  Below,  and  each 
of  said  petitioners  so  listed  having  appeared  in  per- 
son, It  Is  Hereby  Ordered  that  each  of  them  be,  and 
hereby  is,  admitted  to  become  a  citizen  of  the  United 
States  of  America.  Prayers  for  change  of  name 
listed  below,  granted,  except  in  petition  No 

Petition  No. :     131990. 

Name  of  Petitioner:     Kwan  Shun  Yue. 

Change  of  Name :     Sun  Yee  Quon. 
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The  Court  adopts  the  findings  of  fact  and  the 
conclusions  of  law  contained  in  the  recommendation 
of  the  designated  Naturalization  Examiner  filed 
herein,  except  as  they  are  modified  by  the  Opinion 
of  the  Court  entered  herein  on  December  29,  1950. 

It  is  further  ordered  that  petitions  listed  below 
be  continued  for  the  reasons  stated. 

Petition  No. :     

Name  of  Petitioner :     

Cause  for  Continuance :    

By  the  Court. 

JAMES  M.  CARTER, 
Judge.  [23] 


Exhibit  E 
In  the  United  States  District  Court  in  and  for  the 
Southern  District  of  California,  Central  Divi- 
sion 

No.  131990 

In  the  Matter  of 
The    Petition    of    KWAN    SHUN    YUE,    to    Be 
Admitted  a  Citizen  of  the  UNITED  STATES 
OF  AMERICA 

NOTICE   OF  APPEAL   TO   THE   UNITED 

STATES  COURT  OF  APPEALS  FOR  THE 

NINTH  CIRCUIT 

Notice  Is  Hereby  Given  that  the  United  States 

of    America,    respondent   to    the    petitioner   above 

named,  hereby  appeals  to  the  United  States  Court 

of  Appeals  for  the  Ninth  Circuit  from  the  Order 

of  the   Court   admitting   petitioner   to   citizenship 
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made  on  January  5,  1951,  and  entered  on  said  date 
in  Civil  Order  Book  Volume  14,  at  page  208. 

Dated  at  Los  Angeles,  California,  this  27th  day 
of  February,  1951. 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

CLYDE  C.  DOWNING, 

Assistant  IT.  S.  Attorney 
Chief,  Civil  Division. 

/s/  ROBERT  K.  GREAN, 

Assistant  U.  S.  Attorney. 
Attorneys  for  Respondent  and  Appellant,  United 
States  of  America. 

[Endorsed] :     Filed  April  2,  1951.  [24] 


[Title  of  District  Court  and  Cause.] 

CERTIFICATE  OF  CLERK 
I,  Edmund  L.  Smith,  Clerk  of  the  United  States 
District  Court  for  the  Southern  District  of  Califor- 
nia, do  hereby  certify  that  the  foregoing  pages  num- 
bered from  1  to  24,  inclusive,  contain  the  original 
Agreed  Statement  of  Facts  on  Appeal  which  con- 
stitutes the  record  on  appeal  to  the  United  States 
Court  of  Appeals  for  the  Ninth  Circuit. 

Witness  my  hand  and  the  seal  of  said  District 
Court  this  4th  day  of  April,  A.D.  1951. 

[Seal]  EDMUND  L.  SMITH, 

Clerk, 

By  /s/  THEODORE  HOCKE, 
Chief  Deputy. 
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States  as  an  immigrant  for  permanent  residence, 
was  exempt  from  the  necessity  of  filing  such  Cer- 
tificate of  Arrival. 

Appellant    designates    the    entire    record    to    be 
printed. 

Dated  at  Los  Angeles,  California,  this  30th  day 
of  March,  1951. 

ERNEST  A.  TOLIN, 

United  States  Attorney. 

CLYDE  C.  DOWNING, 

Assistant  \J.  S.  Attorney, 
Chief,  Civil  Division. 

/s/  ROBERT  K.  GREAN, 

Assistant  U.  S.  Attorney, 
Attorneys  for  Appellant. 

Affidavit  of  Service  by  Mail  attached. 
[Endorsed] :     Filed  April  5,  1951. 
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No.  12891 
IN  THE 


United  States  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


United  States  of  America, 

Appellant, 
vs. 
Kwan  Shun  Yue, 

Appellee. 


APPELLANT'S  OPENING  BRIEF. 


I. 

Jurisdictional  Statement. 

(a)  The  United  States  District  Court  for  the  Southern 
District  of  California  had  jurisdiction  by  virtue  of  8  U.  S. 
C.  701  (Jurisdiction  to  Naturalize),  and  the  matter  came 
before  the  Court  on  the  motion  of  the  United  States  of 
America  for  an  order  denying  the  petition  of  Kwan 
Shun  Yue,  a  national  of  China,   for  naturalization. 

(b)  This  Court  has  jurisdiction  by  virtue  of  28  U.  S. 
C.  1291   (Final  Decisions  of  District  Courts). 

II. 
Statement  of  Facts. 

The  petitioner,  Kwan  Shun  Yue,  applied  for  admission 
to  the  United  States  at  Seattle,  Washington,  July  20, 
1924,  in  possession  of  a  certificate,  as  a  treaty  merchant, 
issued  under  Section  6  of  the  Chinese  Exclusion  Act  (22 
Stat.  58,  Act  of  May  6,  1882,  as  amended).     The  certifi- 
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cate  had  been  visaed  by  the  American  Consul  at  Hong 
Kong,  June  27,  1924,  and  petitioner  sailed  from  China 
about  July  2,  1924.  On  September  9,  1924,  the  Board  of 
Review  of  the  Department  of  Labor  ordered  the  subject 
excluded  on  the  ground  that  he  was  not  coming  to  the 
United  States  as  a  bona  fide  merchant  under  and  in  pur- 
suance of  any  treaty  of  commerce  and  navigation. 

Habeas  Corpus  proceedings  were  instituted  in  behalf  of 
petitioner  and  others  in  the  District  Court  for  the  Western 
District  of  Washington,  and  the  writ  was  granted.  The 
judgment  of  the  District  Court  was  affirmed  by  the  United 
States  Court  of  Appeals  for  the  Ninth  Circuit  on  Novem- 
ber 13,  1925,  in  the  case  of  Weedin  v.  Wong  Tat  Hing,  et 
al,  6  F.  2d  201. 

A  certificate  of  arrival,  showing  petitioner's  admission 
as  a  treaty  merchant  under  Section  3(6)  of  the  Immi- 
gration Act  of  1924  was  filed  with  the  petition  in  this 
proceeding   for  naturalization    [R.   24,    3,    10,   28.] 

The  United  States  moved  for  an  order  denying  the 
petition  for  naturalization  [R.  3]  on  the  grounds  that 
(a)  petitioner  has  failed  to  establish  lawful  admission  to 
the  United  States  for  permanent  residence  and  (b)  a 
valid  certificate  of  arrival  was  not  filed  with  the  petition. 
[R.  23.] 

Said  motion  came  on  for  hearing  before  the  Honorable 
James  M.  Carter,  Judge  of  the  said  District  Court,  on  or 
about  the  29th  day  of  December,  1950.  The  Court  there- 
upon denied  the  motion  of  the  United  States  and  ordered 
petitioner  admitted  to  citizenship.      [R.  4,  33.] 


III. 

Questions  Presented  by  Appeal. 

(a)  Whether  the  petitioner's  admission  to  the  United 
States  after  July  1,  1924,  as  a  treaty  merchant,  was  ad- 
mission to  the  United  States  for  permanent  residence  for 
naturalization  purposes. 

(b)  Whether  a  certificate  of  arrival  as  a  treaty  mer- 
chant satisfies  the  requirement  that  a  certificate  of  arrival 
showing  lawful  entry  as  an  immigrant  for  permanent  resi- 
dence must  be  filed  with  petitioner's  petition  for  naturaliza- 
tion. 

IV. 
ARGUMENT. 

A.  Petitioner's  Admission  to  the  United  States  After 
July  1,  1924,  as  a  Treaty  Merchant  Was  Not  for 
Permanent  Residence  for  Naturalization  Purposes. 

The  issue  in  the  instant  case  should  not  be  confused 
with  recent  decisions  holding  that  Chinese  persons  who 
have  been  admitted  to  the  United  States  subsequent  to 
July  1,  1924,  as  minor  children  of  Chinese  merchants  who 
had  been  admitted  to  the  United  States  prior  to  July  1, 
1924,  could  be  considered  as  having  a  lawful  admission 
for  permanent  residence  for  naturalization  purposes 
(Wong  Choon  Hoi,  71  Fed.  Supp.  160,  appeal  dismissed 
164  F.  2d  699,  9  Cir.  1947;  Petition  of  Chi  Van  Cham 
Louie,  70  Fed.  Supp.  493,  app.  dism.  166  F.  2d  15,  9  Cir. 
1947;  Pet'n  of  David  Jozv  Gin,  U.  S.  D.  Ct.}  Chicago, 
No.  323406,  app.  dism.,  7  Cir.  6/9/49,  175  F.  2d  299;  and 
Petition  of  Yung  Poy,  177  F.  2d  144.)  In  those  cases 
the  fathers  had  been  admitted  prior  to  July  1,  1924,  and 
were  considered  as  having  a  lawful  admission  for  perma- 
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nent  residence,  while  the  minor  children  were  considered 
to  have  gained  their  permanent  residence  through  the 
theory  of  domicile  of  the  parent. 

In  the  instant  case,  he  was  admitted  on  his  own  status 
as  a  merchant  and  not  on  the  basis  of  any  rights  derived 
from  a  person  who  had  previously  been  admitted  for 
permanent  residence. 

This  petitioner's  right  to  enter  the  United  States  was 
predicated  essentially  upon  Article  II  of  the  Treaty  of 
Commerce  and  Navigation  with  China,  dated  November 
17,  18801  (22  Stat.  8261),  and  a  subsequent  treaty  of 
March,    18942    (28   Stat.    1210). 

Since,  however,  the  instant  petitioner  entered  the  United 
States  after  July  1,  1924,  his  status  must  also  be  evaluated 
in  the  light  of  the  Immigration  Act  of  1924,  43  Stat.  153, 
which  became  effective  on  July  1,  1924.  It  is  not  disputed 
that  Chinese  merchants  and  their  families  who  entered  the 
United  States  prior  to  July  1,  1924,  may  be  regarded  as 


1The  pertinent  section  of  Article  II  of  the  Treaty  reads  as 
follows :  "Chinese  subjects,  whether  proceeding  to  the  United 
States  as  teachers,  students,  merchants  or  from  curiosity,  together 
with  their  body  and  household  servants,  and  Chinese  laborers  who 
are  now  in  the  United  States,  shall  be  allowed  to  go  and  come  of 
their  own  free  will  and  accord,  and  shall  be  accorded  all  the  rights, 
privileges,  immunities  and  exemptions  which  are  accorded  to  the 
citizens  and  subjects  of  the  most  favored  nation." 

2The  pertinent  section  of  the  Treaty  is  Article  III,  which  reads 
as  follows:  "The  provisions  of  this  convention  shall  not  affect- the 
right  at  present  enjoyed  of  Chinese  subjects,  being  officials,  teachers, 
students,  merchants  or  travellers  for  curiosity  or  pleasure,  but  not 
laborers,  of  coming  to  the  United  States  and  residing  therein.  To 
entitle  such  Chinese  subjects  as  are  above  described  to  admission 
into  the  United  States,  they  may  produce  a  certificate  from  their 
government  or  the  government  where  they  last  resided  visaed  by  the 
diplomatic  or  consular  representative  of  the  United  States  in  the 
country  or  port  whence  they  depart     *     *     *" 
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admitted  for  permanent  residence,  as  neither  the  Treaty 
nor  the  Act  of  May  6,  1882,  as  amended  by  the  Act  of 
July  5,  1884,  then  in  effect,  contained  any  limitation  re- 
stricting the  term  or  nature  of  their  stay  in  the  United 
States.  However,  in  enacting  the  Immigration  Act  of 
1924,  Congress  made  drastic  revisions  in  the  earlier  pat- 
terns of  regulation.  All  aliens  seeking  to  enter  the  United 
States  were  designated  as  immigrants,  except  the  groups 
classified  as  non-immigrants  in  Section  3,  8  U.  S.  C.  203. 
Immigrants  were  required  to  obtain  immigration  visas, 
and,  except  for  those  classified  as  non-quota  immigrants, 
were  subject  to  quota  restrictions.  (Sees.  4,  11,  13(a), 
Immigration  Act  of  1924,  8  U.  S.  C.  204,  211,  213(a).) 
Section  3(6)  of  the  1924  Act,  8  U.  S.  C.  203(6),  classified 
as  a  non-immigrant  "an  alien  entitled  to  enter  the  United 
States  solely  to  carry  on  trade  under  and  in  pursuance 
of  the  provisions  of  a  present  existing  treaty  of  com- 
merce and  navigation." 

Judge  Carter  stated,  with  respect  to  the  Treaties  of 
November  17,  1880  and  March  17,  1894,  between  this 
country  and  China,  and  the  Immigration  Act  of  1924, 
that  "It  is  elemental  that  Congress,  by  statute,  cannot 
vary  or  diminish  rights  created  by  a  Treaty,  *  *  *" 
[R.  30.]  We  challenge  this  statement  by  the  Court  and 
would  cite  to  the  contrary  so  recent  an  authority  as  the 
decision  of  the  Supreme  Court  in  the  case  of  Moser  v. 
United  States,  71  S.  Ct.  553,  wherein  a  treaty  with 
Switzerland  and  the  Selective  Training  and  Service  Act 
were  considered.  In  that  case,  the  Supreme  Court  said 
"Not  doubting  that  a  treaty  may  be  modified  by  a  subse- 
quent Act  of  Congress,  it  is  not  necessary  to  invoke  such 
authority  here,  *  *  *"  In  support  of  the  statement 
that  a  treaty  may  be  modified  by  a  subsequent  Act  of 


Congress,  the  Supreme  Court  cited  the  following-  cases: 
Clark  v.  Allen,  331  U.  S.  503;  Pigeon  River  Improve- 
ment, Slide  &  Boom  Co.  v.  Charles  W .  Cox,  Ltd.,  291 
U.  S.  138;  Head  Money  Cases  (Edye  v.  Robertson) ,  112 
U.  S.  580. 

However,  in  enacting  Section  3(6)  of  the  1924  Act, 
Congress  did  not  seek  to  nullify  existing  treaties.  On 
the  contrary,  the  legislative  history  indicates  that  Section 
3(6)  was  designated  to  safeguard  treaty  obligations. 
(House  Rep.  360,  68th  Cong.,  1st  Sess.)  But  in  limiting 
the  terms  of  admission,  Congress  actually  was  effectuating 
the  purpose  of  the  treaties,  which  sought  merely  to  enable 
nationals  of  the  contracting  nations  to  enter  for  the  pur- 
poses of  trade,  and  not  for  permanent  settlement.  This 
aim  seems  clearly  shown  in  the  1880  treaty  with  China, 
which  lists  merchants  with  traders,  students  and  travelers 
for  curiosity — clearly  not  permanent  settlers — and  au- 
thorized the  excepted  categories  "to  go  and  come  of  their 
own  free  will  and  accord."  This  hardly  appears  to  have 
envisioned  a  formula  for  permanent  settlement.  As  pointed 
out  by  the  House  Committee  on  Immigration  and  Naturali- 
zation in  House  Report  360,  68th  Congress,  1st  Session, 
page  2,  with  respect  to  the  bill  which  became  the  Immi- 
gration Act  of  1924,  the  admission  of  non-immigrants  for 
a  limited  time  only  and  so  long  only  as  they  maintain 
the  status  under  which  admitted  "fully  satisfies  treaty 
requirements."  Congress  in  the  1924  Act,  therefore,  de- 
liberately excluded  the  treaty  merchants  from  its  designa- 
tion as  immigrants — those  coming  for  permanent  resi- 
dence— and  listed  them  with  the  non-immigrants — whose 
sojourn  was  limited  in  period  or  purpose.  It  can  hardly 
be  disputed,  therefore,  that  treaty  merchants,  including 
those  who  entered  under  the  treaty  with  China,  admitted 


—7— 

to  the  United  States  after  June  30,  1924,  are  not  classed 
as  permanent  residents  for  naturalization  purposes,  nor 
do  the  treaties  with  China,  pertinent  sections  of  which 
are  set  out  as  footnotes,  supra,  contain  any  obligation  to 
admit  merchants  for  permanent  residence. 

In  consequence,  Section  3(6)  merchants  have,  by  regu- 
lations of  the  Immigration  and  Naturalization  Service 
ever  since  the  effective  date  of  the  Immigration  Act  of 
1924  been  admitted  only  temporarily,  to  continue  during 
maintenance  of  status  as  a  merchant.  Such  regulation  has 
been  known  to  Congress  and  received  its  implied  approval. 
One  indication  of  this  is  the  Committee  Reports  (Senate 
Report  No.  805,  72nd  Congress,  1st  Session;  and  House 
Report  No.  431,  72nd  Congress,  1st  Session)  upon  the 
Act  of  July  6,  1932  (47  Stat.  607),  amending  Section 
3(6)  of  the  Immigration  Act  of  1924  wherein  the  Com- 
mittees of  the  Senate  and  the  House  in  separate  reports 
but  in  identical  language  stated  as  follows: 

"Under  the  present  law  one  of  the  classes  of  aliens 
stated  in  section  3  of  the  immigration  act  of  1924  to 
be  excepted  from  aliens  who  are  defined  in  the  sec- 
tion to  be  'immigrants'  is  '(6)  an  alien  entitled  to 
enter  the  United  States  solely  to  carry  on  trade  under 
and  in  pursuance  of  the  provisions  of  a  present  ex- 
isting treaty  of  commerce  and  navigation.'  Under 
the  regulations  issued  by  authority  of  section  24  of 
the  act  to  carry  out  the  provisions  of  the  act,  the 
provisions  of  section  3(6)  have  been  interpreted  to 
accord  nonimmigrant  status  to  an  alien  coming  to 
the  United  States  solely  to  carry  on  trade  of  an 
international  character  between  the  United  States 
and  the  foreign  state  from  which  he  comes  under  and 
in  pursuance  of  the  provisions  of  a  treaty  of  com- 
merce and  navigation  in  existence  at  the  time  of  the 


passage  of  the  immigration  act  of  1924.  The  pro- 
visions of  the  section  referred  to  have  also  been  in- 
terpreted to  be  applicable  to  the  wives  and  minor 
children  of  treaty  aliens  in  line  with  the  holding  of 
the  Supreme  Court  of  the  United  States  in  Cheung 
Sum  Shee  v.  Nagle   (268  U.   S.  336)." 

The  regulation  of  the  Immigration  and  Naturalization 
Service  in  effect  at  that  time,  which  is  mentioned  in  the 
foregoing,  provided  as  follows  (Rule  3,  subd.  H,  par.  3)  : 

"Where  the  examining  officer  is  satisfied  beyond  a 
doubt  that  an  alien  seeking  to  enter  the  United  States 
as  a  non-immigrant  pursuant  to  subdivision  (6)  of 
section  3  of  the  immigration  act  of  1924  is  entitled 
to  enter  solely  to  carry  on  trade  under  and  in  pur- 
suance of  a  treaty  of  commerce  and  navigation  which 
existed  on  May  26,  1924,  he  may  admit  such  alien, 
or  his  lawful  wife  and  minor  children,  if  otherwise 
admissible,  on  condition  that  such  alien  shall  main- 
tain such  status  of  a  non-immigrant  during  his  stay 
in  the  United  States,  and  upon  failure  or  refusal  to 
maintain  such  status  that  he  will  voluntarily  depart." 

This  case,  therefore,  falls  squarely  within  the  reasoning 
of  In  re  Pezzi,  29  F.  2d  999,  D.  C,  Calif.  (1928).  That 
case  was  a  petition  for  naturalization  by  a  woman  who 
had  entered  the  United  States  in  1925  as  a  non-immigrant 
alien.  In  1926  she  was  granted  permission  by  the  De- 
partment of  Labor  to  remain  in  the  United  States  indefi- 
nitely, so  long  as  her  husband  maintained  his  status  as  a 
treaty  merchant.  The  record  showed  that  the  petitioner 
was  admitted  to  the  United  States  under  Section  3(2) 
of  the  Immigration  Act  of  1924  and  that  her  status  was 
later  changed  to  that  of  the  wife  of  a  treaty  merchant 
under  Section  3(6)  of  that  act.     The  petitioner  had  re- 


sided  in  the  United  States  for  the  statutory  period  and 
urged  that  she  intended  to  remain  permanently  in  the 
United  States;  that,  consequently,  she  was  lawfully  ad- 
mitted to  the  United  States  for  permanent  residence  and 
was  therefore  eligible  for  naturalization.  The  Court  de- 
nied the  petition,  and  held,  at  page  1001 : 

"In  order  to  be  entitled  to  naturalization,  an  alien 
must  establish  lawful  entry  into  the  United  States 
as  an  immigrant,  with  intent  to  remain  in  the  United 
States  permanently.  An  alien  who  enters  the  United 
States  without  inspection  and  admission  as  an  immi- 
grant for  permanent  residence  is  not  entitled  to  nat- 
uralization under  our  statutes.  Kaplan  v.  Tod,  267 
U.  S.  228,  45  S.  Ct.  257,  69  L.  Ed.  585;  In  re  Kemp- 
son,  et  al.,  14  F.  2d  668;  In  re  Jensen,  11  F.  2d  414; 
Ex  Parte  Marchant,  et  al,  3  F.  2d  695." 

The  Court  further  said,  at  page  1002: 

"Has  the  petitioner  here  met  the  requirements  of 
the  law?  I  think  not.  The  petitioner  has  no  status 
in  the  United  States,  other  than  being  the  wife  of 
her  husband.  Her  husband's  status  is  defined  by  the 
provisions  of  Section  3  of  the  Quota  Act  of  1924 
and  the  treaty  of  commerce  and  navigation  between 
the  United  States  and  Italy  of  1871  (17  Stat.  845). 
This  treaty  defines  the  status  of  'Italian  citizens  in 
the  United  States  and  citizens  of  the  United  States 
in  Italy.'  Article  1.  It  clearly  contemplates  the 
temporary  stay  of  the  merchants  of  one  country  in 
the  territory  of  the  other.  It  accentuates  the  fact 
that  the  citizen  of  the  one  country  is  entitled  to 
certain  rights  and  privileges  in  the  other  country,  in- 
cluding the  privilege  of  being  accompanied  by  wife, 
minor  children,  servants,  etc.,  solely  and  wholly  be- 
cause  such   citizen   of   one   country   is    in   the   other 
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country,  temporarily,  and  for  no  other  purpose  than 
to  carry  on  trade.  There  is  not  the  slightest  thought 
involved  in  the  language  of  the  treaty  that  the  citizen 
of  one  country,  residing  in  the  other  country  as  a 
treaty  merchant,  is  laying  the  foundation  for  becom- 
ing a  citizen  of  the  other.  Everything  in  the  treaty 
negatives  that  thought. 

Neither  the  petitioner  nor  her  husband  could  have 
been  admitted,  under  the  credentials  they  carried,  as 
immigrants  or  as  persons  coming  for  the  purpose  of 
permanently  residing  in  the  United  States.  They 
were  admitted  specifically  as  nonimmigrant  aliens,  and 
specifically  under  the  language  of  the  Quota  Law  of 
1924,  as  'aliens  entitled  to  enter  *  *  *  solely  to 
carry  on  trade  under  and  in  pursuance  of  the  pro- 
visions of  a  present  existing  treaty  of  commerce  and 
navigation.'  8  U.  S.  C.  203.  The  word  'solely' 
there  means  exactly  what  it  says." 

The  Court  referred  to  the  argument  of  counsel  as  to 
the  petitioner's  rights  under  the  treaty  with  Italy,  and 
said: 

"The  treaty  rights  are  clear  and  unambiguous,  and 
are  limited  solely  to  the  right  of  all  the  freedom  of 
movement  and  protection  under  our  laws  that  are 
essential  to  the  carrying  on  of  trade  as  a  citizen  of  a 
friendly  nation,  really  moving  in  this  country  under 
the  flag  of  his  own  country  and  being  here  for  tem- 
porary purposes.  The  Immigration  Quota  Act  of 
1924  sharpens  this  doctrine  of  the  rights  of  a  treaty 
merchant  and  is  wholly  in  harmony  with  it.  Should 
it  be  true  that  the  Immigration  Act  contains  addi- 
tional limitations,  that  makes  the  status  of  the  treaty 
merchants  all  the  more  pronounced." 
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The  Court  consequently  ruled  that  the  petitioner  had 
not  complied  with  the  requirements  of  the  naturalization 
laws  as  to  an  entry  into  the  United  States  for  permanent 
residence,  and  that  therefore  her  petition  must  be  denied. 
It  should  be  noted  that  the  treaty  that  was  under  con- 
sideration in  the  Pezzi  case,  the  treaty  with  Italy  of 
February  26,  1871,  specifically  provided  that  the  citizens 
of  the  respective  countries  parties  to  the  treaty  would  have 
the  "liberty  to  sojourn  and  reside  in  all  parts  whatever 
of  said  territories,"  referring  to  the  territories  of  the 
countries.  They  were  also  given  the  right  to  enjoy  the 
privileges  and  rights  of  natives  of  the  countries  and  to 
carry  on  trade  and  commerce  with  restriction  (17  Stat. 
845.)  Likewise,  under  Article  II  of  the  treaty,  citizens 
of  each  of  the  countries  had  the  right  to  travel  in  the 
states  and  territories  of  the  other  country. 

The  similarity  between  the  foregoing  case  and  the 
present  issue  cannot  lightly  be  disregarded.  In  both  cases 
the  petitioners  were  admitted  to  the  United  States  sub- 
sequent to  the  passage  of  the  Immigration  Act  of  1924; 
in  both  cases  the  status  of  the  petitioners  was  that  of  a 
nonimmigrant  under  Section  3(6)  of  that  Act,  with  the 
right  to  remain  indefinitely  in  the  United  States;  in  both 
cases  the  immigration  status  of  the  petitioners  was  based 
upon  a  treaty  with  a  foreign  country  relating  to  trade 
and  commerce.  No  good  reason,  in  fact  or  law,  can  be 
discerned  why  the  rule  in  the  case  of  In  re  Pezzi  should 
not  apply  to  the  present  issue,  particularly  since  the  cited 
case  is  not  unique  but  represents  a  theory  of  law  which 
has  been  uniformly  followed. 

In  the  case  of  Subhi  Mustafa  Sadi  v.  United  States,  48 
F.  2d  1040  (2  Cir.  1931),  a  petition  for  naturalization  was 
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filed  by  a  person  who  had  entered  the  United  States  on 
August  1,  1923,  as  a  non-quota  immigrant,  student,  under 
the  Immigration  Act  of  1921.  Deportation  proceedings 
were  instituted  against  him  and  upon  application  for 
habeas  corpus  such  proceedings  were  dismissed  on  the 
ground  that  he  was  exempt  from  the  quota  and  not  sub- 
ject to  deportation.  In  connection  with  his  petition  for 
naturalization,  the  subject  argued  that  the  order  sustain- 
ing the  writ  of  habeas  corpus  fixed  his  status  as  an  alien 
admitted  to  the  United  States  for  permanent  residence. 
The  Court  denied  the  petition  for  naturalization,  and 
stated : 

"This  appears  to  be  a  case  of  unusual  hardship,  but 
the  status  above  quoted  explicitly  forecloses  any  right 
to  the  appellant  to  be  admitted  to  citizenship  on  his 
pending  petition.  We  do  not  now  undertake  to  de- 
termine whether  or  not  he  was  entitled  to  entry  for 
permanent  residence  at  the  time  he  was  admitted  at 
Boston.  The  fact  remains  that  he  was  not  so  ad- 
mitted, and  while  that  record  stands  he  cannot  comply 
with  the  statute  requiring  his  lawful  entry  for  per- 
manent residence  to  be  established.  See  In  re  Weig, 
30  F.  2d  418. 

It  is  urged  that  the  order  sustaining  the  writ  of 
habeas  corpus  fixed  his  status  as  that  of  an  alien 
admitted  for  permanent  residence.  To  the  ex- 
tent that  it  had  the  effect  of  preventing  his  de- 
portation upon  the  warrant  which  had  been  issued, 
it  did,  of  course,  lend  some  color  of  permanence  to 
his  stay,  in  that  he  successfully  withstood  that  at- 
tempt to  deport  him,  but  it  did  not  change  in  any 
respect  the  terms  and  conditions  of  his  original  entry. 
It  simply  gave  effect  to  the  right  he  then  possessed 
to  remain  in  this  country  notwithstanding  the  order 
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of  deportation  which  had  been  issued.  In  respect 
to  his  ability  to  lay  an  essential  foundation  for  his 
admission  to  citizenship,  he  stands  in  exactly  the  same 
situation  he  would  have  been  had  no  warrant  for  his 
deportation  been  issued  and  no  writ  of  habeas  corpus 
sustained  in  his  behalf." 

Upon  rehearing  the  Court  again  said,  at  page  1041 : 
"To  be  sure,  his  discharge  on  the  writ  of  habeas 
corpus  did,  as  we  said  before,  establish  his  right  to 
remain  in  this  country  in  spite  of  the  effort  then  be- 
ing made  to  deport  him,  but,  because  it  did  not  neces- 
sarily require  proof  that  he  had  been  admitted  for 
permanent  residence,  it  now  is  of  no  aid  to  him  when 
he  must  show  that  fact  as  a  condition  precedent  to 
the  validity  of  his  petition  for  naturalization.  See 
U.  S.  ex  rel.  Gentile  v.  Day,  25  F.  2d  717." 

Here  again  we  see  a  decision  by  an  appellate  court  to 
the  effect  that  the  mere  fact  that  a  petitioner  for  natural- 
ization is  not  deportable,  does  not  create  a  lawful  admis- 
sion for  permanent  residence  for  naturalization  purposes. 
A  similar  decision  was  made  in  Warblozv  v.  U.  S.,  134  F. 
2d  791,  (2  Cir.  1943),  where  the  Court  in  ruling  upon 
the  question  of  lawful  continuous  residence  required 
of  a  petitioner  for  naturalization,  said,  at  page  792: 

"If  what  is  a  legal  admission  for  permanent  resi- 
dence for  the  purposes  of  naturalization  is  to  be  de- 
termined in  accordance  with  the  immigration  laws, 
it  is  clear  that  the  appellant  had  not  resided  in  this 
country  for  at  least  two  years  immediately  preceding 
the  date  of  his  petition  in  pursuance  of  a  legal  ad- 
mission for  permanent  residence." 
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The  Court  further  said: 

"When  aliens  enter  the  United  States  they  are  law- 
fully here  for  permanent  residence  only  if  they  have 
complied  with  the  requirements  of  the  laws  of  this 
country  applicable  to  the  incoming  of  such  people. 
Those  laws  are  the  immigration  laws  and  so  far  as 
we  know,  or  the  appellant  has  been  able  to  point  out, 
are  the  only  laws  under  which  the  right,  or  the  con- 
trary, of  an  alien  to  come  here  and  stay  may  be  de- 
termined. When  the  nature  of  his  residence  in  the 
United  States  has  been  so  determined,  his  status 
under  the  naturalization  laws  is  established  so  far 
as  that  feature  is  concerned.  They  set  up  no  differ- 
ent general  standards  of  their  own  in  that  regard." 

It  can  be  seen,  therefore,  that  insofar  as  the  decisions 
of  the  courts  are  concerned,  it  is  the  established  rule  that 
a  petitioner  for  naturalization  must  establish  a  lawful  ad- 
mission to  the  United  States  for  permanent  residence  as 
an  immigrant.  The  mere  fact  that  the  alien  is  not  de- 
portable does  not  create  a  status  of  lawful  permanent  resi- 
dence in  the  United  States,  nor  does  a  lawful  admission 
as  a  non-immigrant  constitute  a  basis  for  a  petition  for 
naturalization. 

On  December  17,  1943,  Congress  passed  the  Chinese 
Exclusion  Repeal  Act  (57  Stat.  600).  Section  3  of  the 
Statute  directed  that  Chinese  persons  or  persons  of  Chinese 
descent  be  added  to  the  racial  groups  that  are  eligible  for 
naturalization.  In  enacting  this  legislation,  Congress  did 
not  contemplate  that  all  Chinese  persons  in  the  United 
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States  should  thereby  be  naturalized.  On  the  contrary, 
Congress  merely  put  the  Chinese  on  a  parity  with  other 
racial  groups  and  insisted  that  they  qualify  for  naturaliza- 
tion on  the  same  terms  as  all  other  applicants.  This  design 
was  specifically  asserted  by  the  Congressional  Committees 
which  considered  the  legislation,  in  the  following  language 
(House  Rep.  732;  Sen.  Rep.  535,  78th  Congr.,  1st  Sess.)  : 

"The  number  of  Chinese  who  will  actually  be  made 
eligible  for  naturalization  under  this  section  is  negli- 
gible. There  are  approximately  45,000  alien  Chinese 
persons  in  the  United  States  (continental,  territorial, 
and  insular).  However,  a  large  number  of  these 
Chinese  have  never  been  admitted  to  the  United  States 
for  lawful  permanent  residence,  which  is  a  condition 
precedent  to  naturalization  and,  therefore,  many  of 
this  number  could  not  be  eligible  for  naturalization, 
not  because  of  racial  disability,  but  because  they  can- 
not meet  existing  statutory  requirements  of  the  law. 
The  number  of  Chinese  who  will  be  made  eligible  in 
the  future,  in  addition  to  those  already  here,  will  of 
necessity  be  very  small  because  the  quota  for  China 
is  limited  to  105  per  annum,  as  provided  for  in  Sec- 
tion 2  of  this  bill." 

It  is  concluded  that  Congress  contemplated  granting  the 
privilege  of  naturalization  only  to  those  Chinese  aliens 
who  were  lawfully  admitted  to  the  United  States  for  per- 
manent residence  as  immigrants.  As  this  petitioner  was 
admitted  as  a  non-immigrant,  he  is  not  considered  as  hav- 
ing been  lawfully  admitted  to  the  United  States  for  per- 
manent residence  for  naturalization  purposes,  and  the 
certificate  of  arrival  which  forms  the  basis  of  his  petition 
for  naturalization  is  not  a  valid  certificate  of  arrival  for 
naturalization  purposes. 
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B.  Petitioner  Did  Not  File  With  His  Petition  a 
Certificate  of  Arrival  Showing  Admission  to  the 
United  States  as  an  Immigrant  for  Permanent 
Residence. 

Section  329  of  the  Nationality  Act  of  1924,  8  U.  S.  C. 

729,  provides  that 

"No  declaration  of  intention  shall  be  made  by  any 
person  who  arrived  in  the  United  States  after  June 
29,  1906,  until  such  person's  lawful  entry  for  perma- 
nent residence  shall  have  been  established,  and  a  cer- 
tificate showing  the  day,  place,  and  manner  of  arrival 
in  the  United  States  shall  have  been  issued." 

This  provision  does  not  apply,  as  the  appellee  by  reason 
of  marriage  to  an  American  citizen,  is  applying  for  na- 
turalization under  Section  310  of  the  Nationality  Act  of 
1940,  8  U.  S.  C.  710,  which  does  not  require  declaration 
of  intention,  but  does  require  that  the  petitioner  "shall 
have  resided  continuously  in  the  United  States  for  at  least 
three  years  immediately  preceding  the  filing  of  the  peti- 
tion." And  Section  332  of  that  Act,  8  U.  S.  C.  732,  re- 
quires that  there  be  filed  with  a  petition  a  certificate  from 
the  Immigration  and  Naturalization  Service  showing  "the 
date,  place,  and  manner  of  petitioner's  arrival  in  the  United 
States." 

Referring  again  to  the  case  of  Subhi  Mustafa  Sadi  v. 
United  States,  supra,  the  Court  states,  at  page  1041,  in 
referring  to  the  fact  that  the  record  was  admitted  as  a 
bona  fide  student  for  a  period  of  two  years: 

"It  did  not  show  that  he  was  admitted  for  perma- 
nent residence,  and,  with  the  records     *     *     *     as 
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they  now  stand  he  cannot  prove  that  he  was,"  and 
"he  could  not  be  admitted  to  citizenship  on  his  pending 
petition,  since  he  could  not  show  that  he  had  in  fact 
been  admitted  for  permanent  residence  as  the  statute 
requires." 

The  above  language  is  cited  by  the  Court  in  low  Gin  v. 

United  States  (7  Cir.  1949),  175  F.  2d  299.     And  the 

Court  goes  on  to  say,  at  page  304: 

"That  a  Certificate  of  Arrival  predicated  upon  a 
registry  made  at  the  time  of  an  alien's  entrance  into 
this  country  showing  lawful  entrance  for  permanent 
residence  is  an  indispensable  requisite  for  admission 
to  citizenship  is  plainly  shown  by  the  authorities. 
United  States  v.  Ness,  245  U.  S.  319,  324,  38  S.  Ct. 
118,  62  L.  Ed.  321;  Kaplan  v.  Tod,  267  U.  S.  228, 
230,  45  S.  Ct.  257,  69  L.  Ed.  585 ;  Zartarian  v.  Bil- 
lings, 204  U.  S.  170,  175,  27  S.  Ct.  182,  51  L.  Ed. 
428.    *    *    *" 

The  Court  further  states,  on  page  305,  that  the  Pezzi 
and  Sadi  cases,  supra, 

"*  *  *  accentuate  the  point  that  an  alien  is  not 
eligible  for  naturalization  without  a  Certificate  of 
Arrival  showing  lawful  entry  for  permanent  resi- 
dence."   (Emphasis  added.) 
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V. 
Conclusion. 

The  appellee  was  erroneously  naturalized  because  he  had 
not  been  lawfully  admitted  for  permanent  residence.  He 
had  not  been  so  admitted  because  he  was  admitted  under 
Section  3(6)  of  the  Immigration  Act  of  1924,  which  kind 
of  admission  was  as  a  non-immigrant  for  a  temporary 
period,  subject  to  be  terminated  upon  abandonment  or 
termination  of  status  under  which  admitted.  Such  con- 
dition of  temporary  admission  necessarily  follows  from 
the  application  of  Sections  3(6),  15,  25  and  28  of  the 
Immigration  Act  of  1924  (8  U.  S.  C.  203,  215,  223  and 
224). 

If  the  decision  in  the  instant  case  stands,  it  applies  to 
aliens  coming  as  traders  under  any  of  nearly  30  treaties 
with  foreign  countries  listed  on  pages  41,  42,  Immigration 
Laws  and  Regulations,  Ed.  of  March  1,  1944,  that  are 
considered  treaties  of  Commerce  and  Navigation  within 
Section  3(6)  of  the  Immigration  Act  of  1924.  If  aliens 
admitted  as  traders  under  these  treaties  or  their  wives  and 
minor  children  are  entitled  to  naturalization  after  the  re- 
quired periods  of  residence  here  after  admission,  the  result 
would  be  an  endless  chain  of  aliens  obtaining  admission 
and  naturalization  through  Section  3(6)  for  the  reason 
that  as  soon  as  they  obtain  naturalization  they  can  move 
into  lines  of  trade  not  within  the  terms  of  that  provision 
and  thus  leave  the  international  business  for  other  aliens 
to  come  here  and  engage  in  under  those  treaties  and  that 
provision,  one  set  after  another,  in  the  face  of  the  fact 
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that  Section  3(6)  describes  a  class  of  aliens  who  are  not 
immigrants  and  not  subject  to  the  stricter  documentary  re- 
quirements of  the  Immigration  Act  of  1924  as  to  immigra- 
tion visas  and  quota  restriction  upon  the  issuance  of  such 
visas.  A  construction  of  the  single  provision  of  Section 
3(6)  that  leads  to  such  a  defeat  of  the  purposes  of  the  re- 
strictive provisions  of  the  whole  Immigration  Act  of  1924 
is  absurd,  and  the  well-settled  rule  of  law  is  "that  statutes 
should  receive  a  sensible  construction,  such  as  will  effec- 
tuate the  legislative  intention,  and,  if  possible,  so  as  to 
avoid  an  unjust  or  absurd  conclusion." 

Lau  Ow  Bezv  v.  United  States,  144  U.  S.  47,  59. 
Respectfully  submitted, 

Ernest  A.  Tolin, 

United  States  Attorney, 

Clyde  C.  Downing, 

Assistant  U.  S.  Attorney, 
Chief,  Civil  Division, 

Robert  K.  Grean, 

Assistant  U.  S.  Attorney, 

Attorneys  for  Appellant. 
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No.   12891 
IN  THE 


United  States  Court  of  Appeals 


FOR  THE  NINTH  CIRCUIT 


United  States  of  America, 

Appellant, 

vs. 

Kwan  Shun  Yue, 

Appellee. 


APPELLEE'S   BRIEF. 


Jurisdiction. 

Kwan  Shun  Yue  filed  his  petition  for  naturalization  in 
the  United  States  District  Court  for  the  Southern  Dis- 
trict of  California  pursuant  to  provisions  of  8  U.  S.  C. 
701  (Jurisdiction  to  Naturalize)  and  the  petitioner  was 
admitted  to  citizenship. 

This  appeal  is  from  the  final  order  of  admission  en- 
tered by  the  trial  court. 

Statement  of  Facts. 

The  facts  are  not  in  dispute.  An  agreed  statement 
appears  in  the  transcript  of  record,  page  1,  and  the  state- 
ment as  set  forth  in  Appellant's  Opening  Brief  is  accepted. 
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Questions   Presented   on   Appeal. 

1.  Whether  the  petitioner's  residence  in  the  United 
States  since  November  13,  1925,  has  been  permanent  and 
constitutes  residence  entitling  him  to  be  naturalized  as  a 
citizen  of  the  United  States. 

2.  Whether  the  certificate  of  arrival  filed  with  his 
petition  is  legally  sufficient. 

ARGUMENT. 

A.  Petitioner's  Admission  to  the  United  States  on 
November  13,  1925,  as  a  Treaty  Merchant  En- 
titled Him  to  Permanent  Residence  for  Naturali- 
zation Purposes. 

The  Appellee  is  of  Chinese  race  and  applied  for  ad- 
mission to  the  United  States  at  Seattle,  Washington,  July 
20,  1924,  in  possession  of  a  certificate,  as  a  treaty  mer- 
chant, issued  under  provision  of  Sec.  6  of  the  Chinese 
Exclusion  Act  (22  Stat.  58,  Act  of  May  6,  1882,  as 
amended).  His  application  to  enter,  together  with  simi- 
lar applications  of  twelve  others,  was  denied  by  the  De- 
partment of  Labor  upon  the  grounds  that  the  applicant 
was  not  a  merchant  within  the  meaning  of  the  Immigra- 
tion Act  of  July  1,  1924.  A  Writ  of  Habeas  Corpus  was 
granted  by  the  trial  court  allowing  the  petitioners  to  land 
and  the  same  was  sustained  on  appeal.  ( Wcedin  v.  Wong 
Tat  Hing,  et  al,  6  F.  2d  201.) 

The  question  involved  in  Wcedin  v.  Wong  Tat  Hing, 
supra,  was  whether  or  not  the  Immigration  Act  of  July 
1,  1924,  had  superseded  or  abrogated  the  treaty  between 
the  United  States  and  China  (22  Stat.  826)  and  the 
Chinese  Exclusion  Acts  of   1882  and   1884  which  were 
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passed  for  the  expressed  purpose  of  executing  the  stipu- 
lations of  that  treaty.    The  court  said,  at  page  202: 

"The  appellees,  who  are  merchants,  were  clearly 
admissible  under  the  Act  of  1884,  and  they  are  still 
admissible,  unless  excluded  by  some  provision  of  the 
Act  of   1924." 

The  court  then  pointed  out  that  the  Act  of  1924  did 
not  supersede  or  abrogate  either  the  treaty  or  the  Chinese 
Exclusion  Acts  but  that  Chinese,  including  the  subject 
of  this  appeal,  were  entitled  to  admission  to  the  United 
States  under  provision  of  the  treaty  and  the  Acts  of  1882 
and  1884  and  not  under  provision  of  the  Act  of  1924. 
At  the  bottom  of  page  202  the  court  states : 

"For  these  reasons,  we  are  of  opinion  that  Chinese 
merchants  are  still  entitled  to  be  admitted  to  the 
United  States;  that  the  certificates  prescribed  by  sec- 
tion 6  of  the  Act  of  1884  are  still  the  sole  evidence 
permissible  on  their  part  to  establish  their  right  of 
entry  into  the  United  States;  and,  that  the  certifi- 
cates, when  produced,  are  still  prima  facie  evidence 
of  the  facts  therein  stated." 

Prior  to  December  17,  1943,  immigration  and  travel  of 
Chinese  to  the  United  States  was  not  governed  by  the 
United  States  Immigration  Laws  pertaining  to  aliens  gen- 
erally, but  by  the  so  called  Burlingame  Treaties.  (22 
Stats.  826,  1880  and  28  Stats.  1210,  1894,  and  the  Chinese 
Exclusion  Act  22  Stats.  58  etc.)  The  pertinent  section 
of  the  treaty  of  1880  reads  as  follows : 

"Chinese  subjects,  whether  proceeding  to  the 
United  States  as  teachers,  students,  merchants  or 
from  curiosity,  together  with  their  body  and  house- 
hold servants,  and  Chinese  laborers  who  are  now  in 
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the  United  States  shall  be  allowed  to  go  and  come 
of  their  own  free  will  and  accord,  and  shall  be  ac- 
corded all  the  rights,  privileges,  immunities  and  ex- 
emptions which  are  accorded  to  the  citizens  and  sub- 
jects of  the  most  favored  nation." 

The  pertinent  section  of  the  treaty  of  1884  reads  as 
follows : 

"The  provisions  of  this  convention  shall  not  affect 
the  right  at  present  enjoyed  of  Chinese  subjects,  be- 
ing officials,  teachers,  students,  merchants  or  travellers 
for  curiosity  or  pleasure,  but  not  laborers,  of  coming 
to  the  United  States  and  residing  therein.  To  en- 
titled such  Chinese  subjects  as  are  above  described 
to  admission  into  the  United  States,  they  may  produce 
a  certificate  from  their  Government  or  the  govern- 
ment where  they  last  resided  fixed  by  the  diplomatic 
or  consular  representative  of  the  United  States  in  the 
country  or  port  whence  they  depart    .     .    ." 

The  Chinese  Exclusion  Act  (22  Stats.  58  etc.,  Act  of 
May  6,  1882,  as  amended)  provided  for  execution  of  the 
treaties  and  the  evidence  required  to  permit  the  Chinese 
alien  to  enter  the  United  States  as  a  merchant  and  to 
reside  here.  Kwan  Shun  Yue,  appellee  herein,  entered 
the  United  States  in  conformity  with  the  provisions  of 
these  laws  on  November  13,  1925,  as  dictated  by  court 
order  (Wcedin  v.  Wong  Tat  Hing,  et  ah,  6  F.  2d  201) 
and  has  resided  permanently  in  the  United  States  since 
said  date. 

Chinese  merchants,  who  lawfully  entered  the  United 
States  as  such,  under  provisions  of  the  applicable  laws, 
were  not  required  to  maintain  their  status  as  merchants 
in  order  to  remain  here  for  permanent  residence.     (Lo  Hop 
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v.  U.  S.,  257  Fed.  489,  168  C.  C.  A.  493;  Chung  Yim  v. 
U.  S.,  78  F.  2d  43,  cert.  den.  1935,  56  S.  Ct.  150,  296 
U.  S.  627.) 

Alien    Chinese    were    ineligible    to    citizenship    in    the 
United  States  until  December  17,   1943. 

Section  13(c),  Immigration  Act  of  1924  (43  Stat.  153, 
8  U.  S.  C.  201),  provided  as  follows: 

"No  alien  ineligible  to  citizenship  shall  be  admitted 
to  the  United  States  unless  such  alien  .  .  .  (3) 
is  not  an  immigrant  as  defined  by  Sec.  3,     .     .     ." 

Section  3  of  said  Act  as  it  stood  November  13,  1925, 
read  as  follows: 

"When  used  in  this  Act  the  term  'immigrant' 
means  any  alien  departing  from  any  place  outside 
the  United  States  destined  for  the  United  States, 
except,  .  .  .  (6)  an  alien  entitiled  to  enter  the 
United  States  solely  to  carry  on  trade  under  and  in 
pursuance  of  the  provisions  of  a  treaty  of  commerce 
and  navigation,     .     .     ." 

Section  15  of  said  Act  provides  as  follows: 

"The  admission  to  the  United  States  of  an  alien 
excepted  from  the  class  of  immigrants  by  clause  .  .  . 
(6)  of  Sec.  3,  .  .  .  shall  be  for  such  time  and 
under  such  conditions  as  may  be  by  regulations  pre- 
scribed (including  when  deemed  necessary  .  .  ., 
the  giving  of  bond  with  sufficient  surety,  in  such  sum 
and  containing  such  conditions  as  may  be  by  regu- 
lations prescribed)  to  insure  that,  at  the  expiration 
of  such  time  or  upon  failure  to  maintain  the  status 
under  which  admitted,  he  will  depart  from  the  United 
States:    .    .    ." 


These  are  the  provisions  of  the  Act  of  July  1,  1924, 
under  which  the  Department  of  Labor  attempted  to  bar 
entry  of  the  appellee  when  he  applied  for  admission  to 
the  United  States  on  July  20,  1924,  and  which  the  courts 
then  held  did  not  apply  to  him  but  that  he  was  admissible 
for  permanent  residence  under  terms  of  the  treaty  and 
the  Chinese  Exclusion  Act  as  hereinafter  pointed  out. 

It  is  submitted  that  the  exact  question  now  raised  by 
appellant  was  raised  and  settled  between  the  same  parties 
in  Weedin  v.  Wong  Tat  Hing,  et  at.,  6  F.  2d  201,  and  is 
now  res  adjudicata. 

Cheung  Sum  Shee  v.  Nagle,  268  U.  S.  336,  further 
settles  the  point.  This  case  went  to  the  United  States 
Supreme  Court  on  a  question  certified  out  of  the  Wong 
Tat  Hing  case  as  to  whether  or  not  the  Immigration  Act 
of  1924  abrogated  the  Treaty  of  1880  so  as  to  make  the 
wives  and  minor  children  of  Chinese  merchants  inadmis- 
sible to  the  United  States.  The  court  held  that  the  Act 
of  May  26,  1924,  did  not  abrogate  the  Treaty.  At  page 
345  the  opinion  states : 

"The  wives  and  minor  children  of  resident  Chinese 
merchants  were  guaranteed  the  right  of  entry  by  the 
Treaty  of  1880  and  certainly  possessed  it  prior  to 
July  1,  1924,  when  the  present  Immigration  Act  be- 
came efTective.  (U.  S.  v.  Mrs.  Gue  Lim,  176  U.  S. 
459.)  That  Act  must  be  construed  with  the  view 
to  preserve  Treaty  rights  unless  clearly  annulled,  and 
we  cannot  conclude  that,  considering  its  history,  the 
general  terms  therein  disclose  a  congressional  intent 
absolutely  to  exclude  the  petitioner  from  entry. 

"In  a  certain  sense  it  is  true  that  petitioners  did 
not  come  'solely  to  carry  on  trade.'  But  Mrs.  Gue 
Lim  did  not  come  as  a  'merchant'.     She  was  never- 
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theless  allowed  to  enter  upon  the  theory  that  a  treaty 
provision  admitting  merchants  by  necessary  implica- 
tion extended  to  their  wives  and  minor  children.  The 
rule  was  not  unkown  to  Congress  when  considering 
the  Act  now  before  us,  nor  do  we  think  the  language 
of  Sec.  5  is  sufficient  to  defeat  the  rights  which  peti- 
tioner has  under  the  treaty.  In  a  very  definite  sense, 
they  are  specified  by  the  Act  itself  as  'non-immigrant.' 
They  are  aliens  entitled  to  enter  in  pursuance  of  a 
treaty  as  interpreted  and  applied  by  the  Court  25 
years  ago." 

The  foregoing  decision  is  applied  to  consideration  of 
Section  5  of  the  Immigration  Act  of  1924.  The  Govern- 
ment in  the  instant  case  contends  that  petitioner  was  ad- 
mitted under  Section  3  of  the  same  Act.  It  must  be  noted 
that  Section  13(c)  of  the  same  Act  specifically  prohibits 
the  admission  of  petitioner  as  an  "alien  ineligible  to 
citizenship"  and  the  only  law  available  to  him  at  the  time 
of  his  entry  was  the  Treaty  of  1880.  The  reasoning  ad- 
vanced by  the  Supreme  Court  in  Cheung  Sum  Shee  v. 
Nagle  (268  U.  S.  336),  applies  equally  to  Section  3  of 
the  Immigration  Act  of  1924.  The  Act  did  not  modify 
or  abrogate  the  treaty  in  any  respect  and  the  petitioner 
was  lawfully  admitted  under  the  terms  of  said  treaty  for 
permanent  residence  in  the  United  States. 

The  treaty  between  the  United  States  and  China  (22 
Stat.  826)  and  the  Acts  of  1882  and  1884  constituted  the 
sole  and  exclusive  laws  under  provisions  of  which 
Chinese  nationals  were  admissible  to  the  United  States 
until  the  Chinese  Exclusion  Acts  were  repealed  on  De- 
cember 17,  1943  (57  Stat.  600).  The  effect  of  the  Act 
of  December  17,  1943,  was  to  make  persons  of  the  Chinese 
race  eligible  to  immigrate  to  and  become  citizens  of  the 
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United  States  by  naturalization  and  for  the  first  time 
made  them  subject  to  the  Immigration  and  Naturalization 
Laws  of  the  United  States  including  the  Immigration 
Act  of  July  1,  1924. 

The  cases  uniformly  hold  that  Chinese  merchants  ad- 
mitted to  the  United  States  prior  to  July  1,  1924,  under 
the  provisions  of  the  self-same  treaty  and  acts  as  governed 
the  entry  of  the  present  subject  were  admitted  for  per- 
manent residence  and  are  considered  as  having  a  lawful 
admission  for  permanent  residence  for  naturalization  pur- 
poses and  that  the  children  admitted  after  July  1,  1924, 
of  fathers  admitted  prior  to  July  1,  1924,  also  are  con- 
sidered as  having  a  lawful  admission  for  permanent  resi- 
dence for  naturalization  purposes.  Counsel  finds  no  court 
decisions  in  the  case  of  Chinese  merchants  arriving  after 
July  1,  1924,  except  the  instant  case  as  reported  in  Weedin 
v.  Wong  Tat  Hing,  supra. 

Other  cases  holding  to  the  same  effect  are : 

Haff  v.  Yung  Poy,  68  F.  2d  203  (C.  C.  A.  9)  ; 
Ex  parte  Goon  Dip,  1  F.  2d  811  (Judge  Neterer) 
Wong  San  Fay  v.  U.  S.,  13  F.  2d  67  (C.  C.  A.  9) 
Ex  parte  Chi  Yan  Cham  Louie,  70  Fed.  Supp.  493 
Ex  parte  Wong  Choon  Hoi,  71  Fed.  Supp.  160. 

Appellant  admits  the  sufficiency  of  the  entry  and  the 
permanency  of  residence  of  Chinese  merchants  admitted 
prior  to  July  1,  1924,  and  to  their  children  admitted  after 
July  1,  1924,  but  denies  the  same  status  to  the  present 
subject  Kwan  Shun  Yue  who  applied  for  admission  to 
the  United  States  on  July  20,  1924,  and  was  actually  ad- 
mitted on  November  13,  1925,  under  the  provisions  of  the 
self-same  treaty  and  acts,  after  the  Circuit  Court  of  Ap- 
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peals,  Ninth  Circuit,  and  the  United  States  Supreme 
Court  established  his  right  to  enter  under  provision  of  the 
said  treaty  and  acts  and  specifically  held  that  the  Act  of 
July  1,  1924,  did  not  supersede  or  abrogate  the  treaties  and 
acts  pertaining  to  Chinese. 

Weedin  v.  Wong  Tat  Hing,  et  ah,  6  F.  2d  201 ; 
Cheung  Sum  Shee  v.  Nagle,  268  U.  S.  336. 

Even  though  the  Court  of  Appeals  and  the  United 
States  Supreme  Court  specifically  said  the  Act  of  July 
1,  1924,  did  not  supersede  or  abrogate  the  treaty  and  laws 
pertaining  to  Chinese  and  ordered  the  subject  admitted 
in  compliance  with  the  prior  existing  treaty  and  acts  per- 
taining to  Chinese  and  held  the  rights  of  Chinese  apply- 
ing under  provision  of  said  laws  to  be  unaffected  by  the 
Act  of  July  1,  1924,  appellant  still  contends  that  the  right 
of  the  subject  Kwan  Shun  Yue  to  establish  a  permanent 
residence  in  the  United  States  is  governed  by  the  Act  of 
July  1,  1924.  The  contention  does  not  make  sense.  The 
right  of  a  Chinese  on  November  13,  1925,  to  admission 
and  residence  in  the  United  States  is  measured  by  the 
same  law  as  existed  immediately  prior  to  July  1,  1924. 
Kwan  Shun  Yue  established  lawful  residence  in  the  United 
States  November  13,  1925,  when  the  courts  held  he  was 
eligible  for  admission  to  the  United  States  for  permanent 
residence.  He  has  resided  permanently  here  since  said 
date  and  has  met  the  residence  requirement  for  naturaliza- 
tion purposes. 

Appellant  relies  on  the  case  In  re  Pezzi,  29  F.  2d  999, 
but  points  out  that  she  "had  entered  the  United  States 
in  1925  as  a  non-immigrant  alien.  In  1926  she  was 
granted  permission  by  the  Department  of  Labor  to  remain 
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in  the  United  States  indefinitely,  so  long  as  her  husband 
maintained   his   status  as   a    treaty    merchant."      (Italics 
ours.)     (Op.  Br.  p.  8.) 

The  status  of  Pezzi  in  the  United  States  was  condi- 
tional from  the  beginning  and  she  never  had  any  basis 
for  permanency.  Not  so  with  the  appellee  herein.  He 
was  lawfully  admitted  under  the  provisions  of  the  treaty 
and  acts  passed  pursuant  thereto  as  a  merchant,  for  per- 
manent residence,  and  with  no  provision  or  requirement 
to  maintain  his  status  or  to  ever  depart  from  the  United 
States. 

The  cases  cited  in  support  of  the  Pezsi  case  all  involve 
persons  who  either  entered  the  United  States  illegally  or 
who  remained  in  the  United  States  beyond  a  specified 
time  for  which  they  were  lawfully  admitted.  None  of 
these  facts  exist  in  the  instant  case. 

B.   The  Certificate  of  Arrival  Filed  With  the  Petition 
for  Naturalization  Is  Legally  Sufficient. 

The  law  pertaining  to  the  filing  of  a  petition  for  natu- 
ralization reads  in  part  as  follows  (8  U.  S.  C.  732(c)): 

"At  the  time  of  filing  the  petition  for  naturaliza- 
tion there  shall  be  filed  with  the  clerk  of  court  a  cer- 
tificate from  the  Service,  if  the  petitioner  arrived  in 
the  United  States  after  June  29,  1906,  stating  the 
date,  place,  and  manner  of  petitioner's  arrival  in  the 
United  States,  .  .  .  which  certificate  .  .  .  shall 
be  attached  to  and  made  a  part  of  said  petition." 

The  prescribed  certificate  of  arrival  in  this  case  was 
provided  by  the  Immigration  and  Naturalization  Service 
and  attached  to  and  made  part  of  appellee's  petition  for 
naturalization  [Tr.  24],     Notwithstanding  the  decision  of 
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the Circuit  Court  of  Appeals  (Weedin  v.  Wong  Tat 
Hing,  6  F.  2d  201),  and  of  the  United  States  Supreme 
Court  {Cheung  Sum  Shee  v.  Nagle,  268  U.  S.  336)  the 
Service  seems  to  have  insisted  on  entering  a  statement  on 
said  certificate  that  the  alien  "was  lawfully  admitted  to 
the  United  States  of  America  under  Section  3(6)  of  the 
Immigration  Act  of  1924."  However,  this  notation  is 
mere  surplusage  since  it  is  mere  surplusage  since  it  is  not 
required  under  the  law  and  the  certificate  does  meet  the 
full  requirements  in  the  following  particulars: 

"Name:    Kwan  Shun  Yue. 

Port  of  Entry:    Seattle,  Washington. 

Date:    November  13,  1925. 

Manner  of  Arrival:    SS   President   Grant."    [Tr. 
24]. 

Conclusion. 

The  appellee  met  all  the  requirements  of  the  naturaliza- 
tion laws.  He  was  lawfully  admitted  under  terms  of  the 
treaty  and  in  compliance  with  provisions  of  the  Chinese 
Exclusion  Act  and  such  entry  under  court  interpretation 
was  for  permanent  residence  so  as  to  entitle  appellee  to 
naturalize  under  the  act  of  December  17,  1943,  relating 
to  persons  of  the  Chinese  race. 

The  consternation  of  appellant  relative  to  opening  the 
gate  to  nationals  of  thirty  (30)  foreign  countries  who 
may  enter  as  treaty  merchants  is  unfounded  since  the 
treaties  between  the  United  States  and  China  and  the 
statutes  effectuating  said  treaties  together  with  the  Chinese 
Exclusion  Act  were  all  peculiar  to  and  applied  only  to 
Chinese.  The  primary  purpose  of  these  laws  was  to  ex- 
clude  Chinese   coolie   labor.     They  permitted   entry   and 
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residence  in  the  United  States  of  "merchants."  Under 
these  laws  Chinese  merchants  were  not  required  to  carry 
on  international  as  distinguished  from  local  trade.  Once 
admitted  they  were  permitted  to  reside  permanently  in  the 
United  States  and  to  bring  their  families  for  permanent 
residence  with  them.  To  the  knowledge  of  Counsel  no  such 
provisions  of  law  existed  in  any  other  trade  treaties  to 
which  the  United  States  was  or  is  a  party.  This  problem 
is  peculiar  to  Chinese  only.  These  laws  pertaining  to 
Chinese  were  repealed  December  17,  1943,  and  the  ques- 
tion can  only  affect  a  very  small  number  of  Chinese  per- 
sons who  entered  the  United  States  under  provisions  of 
said  laws  prior  to  December  17,  1943. 

The  certificate  of  arrival  filed  with  the  petition  contains 
all  the  data  required  by  law  and  is  legally  sufficient. 

Judgment  of  the  trial  court  should  be  sustained. 

Respectfully  submitted, 

Benjamin  W.  Henderson, 
Attorney  in  behalf  of  Appellee. 
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In  the  District  Court  of  the  United  States  for  the 
District  of  Oregon 

Civil  Action  No.  5290 

PACIFIC  ABSTRACT  TITLE  CO.,  a  Corpora- 
tion, 

Plaintiff, 

vs. 

THE  UNITED  STATES, 

Defendant. 

COMPLAINT 

Plaintiff,  for  cause  of  action  against  the  above- 
named  defendant,  complains  and  alleges  as  follows: 

I. 

That  plaintiff  is  a  citizen  of  the  United  States  re- 
siding at  Portland,  Oregon.  That  this  action  is 
brought  in  this  Court  under  the  jurisdiction  and  by 
virtue  of  Title  28  U.S.C.A.,  Section  1340  and  Sec- 
tion 1346  to  recover  money  erroneously  and  illegally 
assessed  or  collected.  That  the  Collector  of  Internal 
Revenue  for  the  District  of  Oregon,  who  collected 
said  tax,  is  not  in  office  at  the  time  of  the  filing  of 
this  action. 

II. 

That  during  all  times  hereinafter  set  forth,  J.  AY. 
Maloney  was  the  duly  appointed,  qualified  and  act- 
ing Collector  of  Internal  Revenue  for  the  District 
of  Oregon  and  the  person  who  collected  the  errone- 
ous and  illegally  assessed  tax,  but  that  said  J.  W. 
Maloney  is  no  longer  in  office  as  Collector  of  In- 


4  United  States  of  America  vs. 

ternal  Revenue  for  the  District  of  Oregon. 

in. 

That  plaintiff  was  required  to  and  did  under  oath, 
file  its  income  tax  return  on  or  before  the  15th  day 
of  March,  1946,  for  the  calendar  year  1945  with  the 
Collector  of  Internal  Revenue  at  Portland,  Oregon. 
That  such  return  was  filed  presumably  by  the  Com- 
missioner of  Internal  Revenue  on  Form  1120  and 
1121. 

IV. 

That  such  return  was  filed  on  an  accrual  basis 
which  specifically  stated  the  items  of  plaintiff's 
gross  income  and  the  deductions  and  credits  allowed 
by  the  Internal  Revenue  Code.  That  plaintiff  paid 
the  amount  of  the  tax  showing  to  be  owing  to  the 
United  States  on  said  return  as  required  to  said  Col- 
lector of  Internal  Revenue  for  the  District  of  Ore- 
gon in  installments  as  permitted  under  Title  26 
U.S.C.A.,  Section  56. 

V. 

That  at  all  times  hereinafter  set  forth,  the  plain- 
tiff was  carrying  on  the  business  of  insuring  titles 
to  real  property  for  compensation  in  the  business 
commonly  known  as  a  title  insurance  business,  and 
said  business  is  subject  to  the  Insurance  Code  of  the 
State  of  Oregon,  being  Title  101  O.C.L.A.  Sections 
101-101  through  101-1803.  That  under  said  Insur- 
ance Code  of  the  State  of  Oregon,  Section  101-136 
provides  in  part : 

"The  insurance  commissioner  shall,  whenever 
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he  deems  it  advisable  in  the  interest  of  policy- 
holders or  for  the  public  good,  examine  into  the 
affairs  of  any  insurance  company,  agency,  cor- 
poration, partnership,  person  or  persons  en- 
gaged in  *  *  *  the  insurance  business  in  this 
state  *  *  *.  It  shall  be  the  duty  of  the  insurance 
commissioner  to  examine  every  domestic  insur- 
ance company  at  least  once  in  three  years." 

That  Section  101-137  O.C.L.A.  provides  as  follows: 
"Examination:  Reserve:  Liability:  (Formu- 
lating or  adopting  rules).  In  ascertaining  the 
condition  of  an  insurance  company  under  the 
provisions  of  this  act,  or  in  any  examination 
made  by  the  insurance  commissioner,  his  dep- 
uty, or  examiner,  he  shall  allow  as  assets  only 
such  investments,  cash  and  accounts  as  are  au- 
thorized by  the  laws  of  this  state  at  the  date  of 
the  examination,  or  under  the  existing  laws  of 
the  state  or  country  under  which  such  company 
is    organized    and    which    investment    he    may 
approve  or  reject,  but  unpaid  premiums  on  pol- 
icies written  within  three  months  shall  be  ad- 
mitted as  available  resources.  In  ascertaining 
his  liabilities,  unless  otherwise  provided  in  this 
act,  there  shall  be  charged  the  capital  stock,  all 
outstanding  claims,  a  sum  equal  to  the  total  un- 
earned premiums  on  the  policies  in  force  com- 
puted on  a  pro  rata  basis,  and  such  an  amount 
as  may  be  found  necessary  as  a  reserve  to  pro- 
vide for  the  future  payment  of  deferred  and 
undetermined  claims   for  losses  and  promised 
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benefits.  In  determining  the  amount  of  such  re- 
serve or  unearned  premium  liability,  the  insur- 
ance commissioner,  his  deputy  or  examiner  may 
formulate  such  rules  as  he  may  deem  proper 
and  consistent  with  law  or  he  may  adopt  such 
rules  as  are  used  in  other  states  or  approved  by 
the  national  convention  of  insurance  commis- 
sioners. ' ' 

VI. 
That  during  the  year  1945,  the  Insurance  Com- 
missioner of  the  State  of  Oregon  examined  plain- 
tiff's business  under  and  by  virtue  of  Section  101-136 
O.C.L.A.  and  on  January  12,  1946,  pursuant  to  the 
authority  vested  in  him  and  by  virtue  of  Section  j 
101-137  O.C.L.A.,  he  orderd  the  plaintiff  to  estab- 
lish, segregate  and  maintain  an  unearned  premium 
of  reinsurance  reserve  as  hereafter  provided,  which 
shall  at  all  times  and  for  all  purposes  be  deemed  and 
shall  constitute  unearned  portions  of  the  premiums 
and  shall  be  charged  as  a  reserve  liability  of  the  cor- 
poration in  its  statements;  such  reserve  shall  b( 
cumulative  and  consist  of  the  following : 

(a)  As  at  December  31.  1945,  or  within  a  period 
of  three  years  thereafter  an  amount  equal  to  3%  of 
the  total  gross  fees  and  premiums  received  or  to  b( 
received  on  account  of  policies  issued  during  the 
four  calender  years — 1942,  1943,  1944  and  1945;  ant 
(I))  Monthly  a.t  the  close  of  each  month  begin- 
ning January,  1946,  3%  of  the  total  gross  fees  an< 
premiums  received  or  to  be  received  on  accounl 
of  policies  written  during  the  preceding  calendar 
month ; 
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(c)  After  the  expiration  of  180  months  from 
January  1,  1942,  that  portion  of  the  unearned  pre- 
miums or  reinsurance  reserve  established  more  than 
180  months  prior  shall  be  released  and  shall  no 
longer  constitute  part  of  the  unearned  premium  or 
reinsurance  reserve  and  may  be  used  for  any  corpo- 
rate purpose. 

VII. 

That  the  Insurance  Code  of  the  State  of  Oregon 
provides  that  no  insurance  company  may  operate  in 
the  State  of  Oregon  without  first  having  obtained  a 
license  from  the  Insurance  Commissioner  of  the 
State  of  Oregon;  that  in  the  event  of  the  violation 
of  any  orders  of  the  Insurance  Commissioner  or 
law  of  the  State  of  Oregon,  said  Commissioner  may 
revoke  said  license. 

VIII. 

That  under  and  by  virtue  of  the  request  of  the 
Insurance  Commissioner  of  the  State  of  Oregon,  the 
plaintiff  set  up  a  reserve  on  its  return  for  the  year 
1945  in  accordance  with  a  directive  of  the  said  In- 
surance Commissioner  of  3%  of  its  gross  premiums 
for  the  calendar  years  1942,  1943,  1944  and  1945  of 
$18,614.63  as  an  allowable  reserve  under  Title  26, 
U.S.C.A.,  Section  204. 

IX. 

That  after  said  return  was  filed,  the  Commissioner 
of  Internal  Revenue  caused  same  to  be  audited.  That 
thereupon  the  said  Commissioner,  by  deficiency  let- 
ter dated  November  2,  1948,  adjusted  the  amount  of 
gross  and  net  income  reported  in  plaintiff's  said  re- 
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turn.  That  the  Commissioner  of  Internal  Revenue 
thereby  determined  that  plaintiff  was  subject  to  an 
additional  income  tax  for  the  calendar  year  1945  in 
the  amount  of  the  claimed  deficiency  of  $15,979.27. 
That  such  deficiency  was  computed  by  the  Commis- 
sioner by  disallowing  $18,665.58  in  which  disallow- 
ance was  included:  taxes  of  $35.95  and  anticipated 
expenses  of  $15.00  and  adjusting  said  net  income 
from  $67,470.72  to  $86,136.30  and  adjusting  the  ex- 
cess profits  net  income  of  $48,168.61  and  deducting 
an  over-assessmeent  of  $32.96,  or  a  total  adjustment 
of  net  income  in  the  amount  of  $86,136.30  instead  j 
of  $67,470.72  as  originally  reported  on  said  return 
by  plaintiff. 

X. 
That  said  determination  is  erroneous  and  illegal 
in  that  $15,979.27  was  reserve  ordered  by  the  In-  [ 
surance  Commissioner  of  the  State  of  Oregon  by  I 
virtue  of  the  laws  of  the  State  of  Oregon  to  cover 
unearned   premiums   and   policies   written   for   the  ; 
years  1942,  1943,  1944  and  1945  and  which  reserve 
is  set  aside  and  taken  away  from  the  jurisdiction  of 
the  Board  of  Directors  and  is  not  available  as  sur- 
plus  or  for  the  payment   of   dividends  to   Stock- 
holders for  a  minimum  period  of  15  years. 

XL 

That  pursuant  to  said  deficiency  letter,  the  Com- 
missioner of  Internal  Revenue  erroneously  and  il- 
legally assessed  plaintiff  in  the  additional  amount  of 
said  alleged  deficiency  of  $15,979.27.  That  on  Feb- 
ruary 28,  1949,  plaintiff  paid  to  the  defendant  the 
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entire  amount  of  said  assesement,  to  wit :  the  sum  of 
$15,979.27  and  on  March  22,  1949,  in  addition 
thereto,  plaintiff  paid  accrued  interest  to  date  in  the 
amount  of  $2,825.92. 

XII. 

That  on  the  20th  day  of  June,  1949,  plaintiff  filed 
a  claim  for  refund  for  $15,979.27  plus  said  $2,825.92 
interest  on  said  sum,  with  the  Collector  of  Internal 
Revenue  for  the  District  of  Oregon  as  required  by 
and  pursuant  to  26  U.S.C.A.,  Section  3772  (a)  (1), 
on  Form  843  prescribed  by  the  Commissioner  of  In- 
ternal Revenue  pursuant  to  26  U.S.C.A.,  Section 
3901  (2),  a  copy  of  which  is  hereto  attached  marked 
Exhibit  "A,"  referred  to  and  made  a  part  hereof. 
That  plaintiff  herein  realleges  all  the  matters  and 
things  contained  in  said  claim  for  refund.  That  more 
than  six  months  have  elapsed  since  the  filing  of  said 
claim  and  no  notice  of  allowance  or  disallowance 
has  been  received  from  the  Commissioner  of  Inter- 
nal Revenue. 

Wherefore,  plaintiff  demands  judgment  against 
the  defendant  for  the  sum  of  $18,805.19  together 
with  interest  at  the  rate  of  6%  per  annum  and  for 
its  costs  and  disbursements  incurred  herein. 

/s/  WILL  H.  MASTERS, 

Attornev  for  Plaintiff. 
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EXHIBIT  A 

Claim 

To  Be  Filed  With  the  Collector  Where  Assessment 

Was  Made  or  Tax  Paid 

The  Collector  will  indicate  in  the  block  below  the 
kind  of  claim  filed,  and  fill  in  the  certificate  on  the 
reverse. 

□  Refund  of  Taxes  Illegally,  Erroneously,  or 
Excessively  Collected. 

□  Refund  of  Amount  Paid  for  Stamps  Un- 
used, or  Used  in  Error  or  Excess. 

□  Abatement  of  Tax  Assessed  (not  applicable 
to  estate,  gift,  or  income  taxes). 

State  of  Oregon, 

County  of  Multnomah — ss. 

Name  of  taxpayer :     Pacific  Abstract  Title  Co. 
Business  address :     408  S.  W.  Oak  Street,  Portland, 

Oregon. 
Residence :     State  of  Oregon. 

The  deponent,  being  duly  sworn  according  to  law, 
deposes  and  says  that  this  statement  is  made  on  be- 
half of  the  taxpayer  named,  and  that  the  facts  given 
below  are  true  and  complete : 

1.  District  in  which  return  (if  any)  was  filed :  Dis- 
trict of  Oregon. 

2.  Period  (if  for  tax  reported  on  annual  basis,  pre- 
pare separate  form  for  each  taxable  year)  from 
Jan.  1,  1945,  to  Dec.  31,  1945. 
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3.  Character  of  assessment  or  tax:  Corporation 
excise  profit  tax. 

4.  Amount  of  assessment  $15,979.27 ;  dates  of  pay- 
ment Feb.  28,  1949.  $2,825.92,  interest,  March  22, 
1949. 

5.  Date  stamps  were  purchased  from  the  Govern- 
ment     

6.  Amount  to  be  refunded:     $18,805.19      $18,805.19 

7.  Amount  to  be  abated  (not  applicable  to  income, 
gift,  or  estate  taxes) $ 

8.  The  time  within  which  this  claim  may  be  legally 
filed  expires,  under  section  3772-2  of  Internal 
Revenue  Code  on  November  2,  1950. 

The  deponent  verily  believes  that  this  claim 
should  be  allowed  for  the  following  reasons : 

The  Insurance  Commissioner  of  the  State  of  Ore- 
gon, upon  examination  of  our  business  for  the  year 
1945,  ordered  us  as  of  December  31st,  1945,  to  re- 
duce our  earnings  in  an  amount  equal  to  3%  of  the 
total  gross  fees  and  premiums  received  on  account 
of  policies  of  insurance  issued  during  the  four  cal- 
endar years,  1942,  1943,  1944,  1945,  and  to  set  up 
monthly  at  the  close  of  each  month,  beginning  Jan- 
uary 1st,  1946,  3%  of  the  total  gross  fees  and  pre- 
miums received  or  to  be  received  on  account  of 
policies  of  insurance  written  during  the  preceding 
calendar  month.  The  Insurance  Commissioner  based 
his  authority  to  order  this  under  the  provision  of 
Section  101-136,  O.C.L.A.  We  were,  therefore,  com- 
pelled under  the  law  and  under  the  order  of  the 
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Insurance  Commissioner  to  reduce  our  earnings  ac- 
cordingly: otherwise,  the  Insurance  Commissioner 
would  refuse  to  issue  a  permit  to  us  to  do  business. 

The  Insurance  Commissioner  of  the  State  of  Ore- 
gon has  jurisdiction  and  authority  over  all  account- 
ing and  financial  transactions  that  we  have  in  order 
to  insure  the  financial  protection  of  all  policyholders. 
The  order  of  the  Insurance  Commissioner  of  the 
State  of  Oregon  is  so  comprehensive  that  this 
amount  of  earnings  is  set  aside  and  taken  away 
from  the  jurisdiction  of  the  Board  of  Directors  and 
is  not  available  to  us  as  a  surplus  or  for  the  payment 
of  dividends  to  stockholders  for  a  minimum  period 
of  15  years. 

We,  therefore,  submit  that  this  resreve  has  been 
created  under  the  laws  of  the  State  of  Oregon  and 
that  said  tax  has  been  illegally  assessed  and  collected. 

Subscribed  and  sworn  to  before  me  this  loth  day 
of  June,  1949. 


Xotary  Public  for  Oregon. 
My  Commission  expires : 

/s/  PACIFIC  ABSTRACT  TITLE 
CO. 

By  , 

President. 

By  , 

Secretary. 
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[Title  of  District  Court  and  Cause.] 

ANSWER 

The  defendant,  the  United  States  of  America,  by 
its  attorney,  Henry  L.  Hess,  United  States  Attorney 
for  the  District  of  Oregon,  for  answer  to  the  com- 
plaint herein  states: 

I. 

Admits  the  allegations  contained  in  paragraphs  I, 
II,  III,  IV,  and  V  of  the  complaint. 

II. 

Denies  the  allegations  contained  in  paragraph  VI 
of  the  complaint,  except  that  defendant  admits  that 
the  Insurance  Commissioner  of  the  State  of  Oregon 
ordered  plaintiff  to  establish,  segregate,  and  main- 
tain an  unearned  premium  reserve  which  shall  be 
cumultaive  and  consist  of  the  following : 

(a)  As  at  December  31,  1945,  or  within  a  period 
of  three  years  thereafter  an  amount  equal  to  3%  of 
the  total  gross  fees  and  premiums  received  or  to  be 
received  on  account  of  policies  issued  during  the 
four  calendar  years — 1942,  1943,  1944  and  1945 ;  and 

(b)  Monthly  at  the  close  of  each  month  begin- 
ning January,  1946,  3%  of  the  total  gross  fees  and 
premiums  received  or  to  be  received  on  account 
of  policies  written  during  the  preceding  calendar 
month ; 

(c)  After  the  expiration  of  180  months  from 
January  1,  1942,  that  portion  of  the  unearned  pre- 
miums or  reinsurance  reserve  established  more  than 
180  months   prior   shall   be   released   and   shall   no 


1  4  United  States  of  America  vs. 

longer  constitute  part  of  the  unearned  premium  or 
reinsurance  reserve  and  may  be  used  for  any  corpo- 
rate purpose. 

III. 
Denies   the    allegations    contained   in    paragraph 

VII  of  the  complaint,  except  that  defendant  admits 
that  the  Insurance  Code  of  the  State  of  Oregon  pro- 
vides that  no  insurance  company  may  operate  in 
that  state  without  first  having  obtained  license  from 
the  Insurance  Commissioner  of  that  state. 

IV. 

Admits  the  allegations  contained  in  paragraphs 

VIII  and  IX  of  the  complaint,  except  that  defend- 
ant avers  that  plaintiff's  excess  profits  net  income 
for  the  calendar  year  1945  as  adjusted  by  the  Com- 
missioner of  Internal  Revenue  was  $48,160.61  in- 
stead of  $48,168.61. 

V. 
Denies   each   and   every   allegation   contained   in 
paragraph  X  of  the  complaint. 

VI. 
Denies  the  allegations  contained  in  paragraph  XI 
of  the  complaint,  except  that  defendant  avers  that 
on  February  28,  1949,  plaintiff  paid  to  Hugh  H. 
Earle,  Collector  of  Internal  Revenue  for  the  Dis- 
trict of  Oregon  the  sum  of  $15,979.27,  representing 
the  deficiency  determined  by  the  Commissioner  of 
Internal  Revenue  with  respect  to  the  calendar  yeai 
1945,  and  on  March  24,  1949,  plaintiff  paid  to  sai( 
Collector  accrued  interest  on  said  deficiency  in  th( 
amount  of  $2,825.92. 
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VII. 

For  answer  to  paragraph  XII  of  the  complaint, 
defendant  admits  that  on  June  20,  1949,  plaintiff 
filed  a  claim  for  refund  of  $15,979.27,  representing 
the  deficiency  in  excess  profits  tax  determined  with 
respect  to  the  calendar  year  1945  and  interest 
thereon  in  the  amount  of  $2,825.92  with  the  Collec- 
tor of  Internal  Revenue  for  the  District  of  Oregon, 
and  that  Exhibit  A  attached  to  the  complaint  herein 
is  a  true  copy  of  said  claim  for  refund,  but  defend- 
ant denies  each  and  every  allegation  contained  in 
said  claim  for  refund  not  specifically  hereinbefore 
admitted  or  denied,  except  that  defendant  admits 
that  more  than  six  months  have  elapsed  since  the 
filing  of  said  refund  claim  and  no  action  thereon  has 
been  taken  by  the  Commissioner  of  Internal  Rev- 
enue. 

VIII. 

Denies  each  and  every  allegation  contained  in  the 
complaint  not  hereinbefore  specifically  admitted  or 
denied. 

Wherefore,  the  defendant  prays  that  the  com- 
plaint be  dismissed  and  that  the  defendant  be  given 
judgment  in  its  favor,  together  with  the  costs  and 
disbursements  of  this  action. 

HENRY  L.  HESS, 

United  States  Attorney 
Attorney  for  United 
States. 
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THOMAS  R.  WINTER, 

Special  Assistant  to  the  Attor- 
ney General. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Victor  E.  Harr,  Assistant  United  States  Attor- 
ney for  the  District  of  Oregon,  hereby  certify  that  I 
have  made  service  upon  the  plaintiff  of  the  fore- 
going Answer  of  Defendant  by  depositing  in  the 
United  States  Post  Office  at  Portland,  Oregon,  on 
the  21st  day  of  April,  1950,  a  duly  certified  copy 
thereof,  enclosed  in  an  envelope,  with  postage 
thereon  prepaid,  addressed  to  Will  H.  Master,  Yeon 
Building,  Portland  4,  Oregon,  Attorney  of  record 
for  plaintiff. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

[Endorsed]  :     Filed  April  21,  1950. 
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[Title  of  District  Court  and  Cause.] 

PRE-TRIAL  ORDER 

This  cause  coming  on  for  pre-trial  before  the  Hon. 
James  Alger  Fee,  United  States  District  Judge,  on 
July  12,  1950,  plaintiff  being  represented  by  Will  H. 
Masters,  its  attorney,  and  defendant  being  repre- 
sented by  Henry  L.  Hess,  United  States  Attorney, 
and  Victor  E.  Harr,  Assistant  United  States  At- 
torney. 

Based  upon  proceedings  had  at  said  pre-trial,  it  is 
hereby 

Ordered  that  the  following  matters  are  admitted 
as  to  the  issues  framed  by  the  complaint  herein  and 
by  the  answer  to  the  complaint  and  by  the  parties 
and  may  be  deemed  as  facts  established  in  the  case. 

I. 

That  plaintiff  is  a  citizen  of  the  United  States  re- 
siding at  Portland,  Oregon.  That  this  action  is 
brought  in  this  Court  under  the  jurisdiction  and  by 
virtue  of  Title  28,  U.S.C.A.,  Section  1340  and  Sec- 
tion 1346,  to  recover  money  alleged  to  have  been  er- 
roneously and  illegally  assessed  and  collected. 

II. 

That  during  all  times  hereinafter  set  forth,  J.  W. 
Maloney  was  the  duly  appointed,  qualified  and  act- 
ing Collector  of  Internal  Revenue  for  the  District 
of  Oregon  and  the  person  who  collected  the  allegedly 
erroneous  and  illegally  assessed  tax,  but  that  said 
J.  W.  Maloney  is  no  longer  in  office  as  Collector  of 
Internal  Revenue  for  the  District  of  Oregon. 
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III. 

That  plaintiff  was  required  to  and  did  under  oath, 
file  its  income  and  excess  profits  returns  on  Form 
1120  and  1121  on  or  before  the  15th  day  of  April, 
1946,  for  the  calendar  year  1945  with  the  Collector 
of  Internal  Revenue  at  Portland,  Oregon,  copies  of 
the  returns  are  pre-trial  Exhibit  3. 

IV. 

It  is  agreed  that  the  Court  shall  take  judicial  no- 
tice of  the  laws  of  Oregon. 

V. 

During  the  year  1945  the  Insurance  Commissioner 
of  the  State  of  Oregon  through  his  duly  apointed 
agents  examined  plaintiff's  business,  and  on  Jan- 
uary 12,  1946,  mailed  the  plaintiff  a  letter,  pre-trial 
Exhibit  1,  which  letter  was  duly  received  by  plain- 
tiff. 

VI. 

That  on  or  about  November  22,  1948,  the  Com- 
missioner of  Internal  Revenue  determined  that  the 
exclusion  shown  in  the  return  of  $18,614.63  as  a  re- 
serve set  up  by  plaintiff  on  its  books,  as  of  Decem- 
ber 31,  1945,  was  improper  and  excluded  the  amount 
of  the  reserve  in  determining  the  plaintiff's  tax 
liability  for  the  calendar  year  1945.  The  Commis- 
sioner recomputed  plaintiff's  income  tax  liability  on 
the  basis  of  the  adjustment  and  determined  a  defi- 
ciency in  plaintiff's  income  tax  liability  for  the  cal- 
endar year  1945  in  the  amount  of  $15,979.27,  which 
deficiency  was  duly  assessed  against  plaintiff  and 
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was  paid  with  accrued  interest  of  $2,825.92  on 
March  22,  1949,  to  J.  W.  Maloney,  Collector  of  In- 
ternal Revenue.  Said  Collector  is  no  longer  in  office. 

VII. 

Plaintiff  set  up  on  its  books,  as  aforementioned, 
on  December  31,  1945,  a  reserve  for  purported  un- 
earned premiums  as  follows : 

3  per  cent  of  1942  premiums $  2,780.17 

3  per  cent  of  1943  premiums.  .  .  .  3,885.46 
3  per  cent  of  1944  premiums ....  4,829.59 
3  per  cent  of  1945  premiums.  . .  .     7,119.41 


Total  Reserve $18,614.63 

VIII. 

Plaintiff  filed  on  or  about  June  20,  1949,  a  claim 
for  refund,  pre-trial  Exhibit  5.  More  than  six 
months  elapsed  from  the  filing  of  the  claim  and  in- 
stitution of  this  suit. 

IX. 

Pursuant  to  Section  101-1501  and  101-1502, 
O.C.L.A.,  the  plaintiff  deposited  with  the  Treasurer 
of  the  State  of  Oregon  securities  of  the  value  of 
$100,000.00,  and  that  such  deposit  was  made  many 
years  prior  to  1945  and  is  unrelated  to  the  reserve 
set  up  on  the  books  of  the  company  and  referred  to 
in  the  letter  of  the  Insurance  Commissioner  dated 
January  12,  1946. 

Disputed  Facts 

Plaintiff  alleges  and  defendant  denies  the  fol- 
lowing : 

That  the   rule   requiring  segregation   and   main- 


20  United  States  of  America  vs. 

tenance  of  an  unearned  premium  or  reinsurance  re- 
serve to  be  set  up  by  the  plaintiff  as  set  forth  in  the 
letter  of  January  12,  1946,  to  the  plaintiff  by  the 
Insurance  Commissioner  of  the  State  of  Oregon,  was 
promulgated  on  December  26,  1945,  by  the  Insurance 
Commissioner  of  the  State  of  Oregon.  That  prior  to 
that  time  plaintiff  had  been  informed  by  the  Insur- 
ance Commissioner  of  the  State  of  Oregon  that  the 
rule  would  be  made  in  the  year  1945,  and  informed 
plaintiff  what  the  rule  would  contain,  and  that  said 
rule  would  apply  to  all  title  insurance  companies  in 
the  State  of  Oregon.  That  in  December,  1945,  plain- 
tiff had  seen  the  rule  as  set  forth  in  a  letter  by  the 
Insurance  Commissioner  of  the  State  of  Oregon  to 
the  Title  and  Trust  Company,  dated  December  26, 
1945,  pre-trial  Exhibit  2. 

Issue 
Did  the  Commissioner  of  Internal  Revenue  err  in 
not  allowing  plaintiff  to  exclude  from  its  taxable  in- 
come for  the  year  1945  the  amount  of  $18,614.63  con- 
stituting the  purported  reserve  set  up  on  its  books  in 
compliance  with  the  direction  of  the  Insurance  Com- 
missioner of  the  State  of  Oregon? 

Contentions  of  Plaintiff 
I. 
Plaintiff  contends  that  the  sum  of  $18,614.63  is  an 
allowable  reserve  as  defined  in  Section  204  (b)  (s) 
of  the  Internal  Revenue  Code. 

II. 

That  the  plaintiff  is  an  insurance  company  under 
the  laws  of  the  State  of  Oregon  and  is  subject  to  all 
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the  rules  and  regulations  and  laws  of  the  State  of 
Oregon  with  reference  to  insurance  companies. 

III. 

That  plaintiff:  was  ordered  by  the  Insurance  Com- 
missioner of  the  State  of  Oregon  under  the  laws  of 
the  State  of  Oregon  with  reference  to  insurance 
companies  on  December  26,  1945,  to  set  up  on  its 
books  as  of  December  31,  1945,  a  reserve  of  3  per 
cent  of  its  gross  premiums  for  180  months  as  a  re- 
serve for  unearned  premiums  or  reinsurance  reserve. 

IV. 

That  the  Insurance  Commissioner  of  the  State  of 
Oregon  had  authority  under  the  laws  of  the  State 
of  Oregon  to  order  said  reserve  to  be  set  up  upon 
the  books  of  the  plaintiff  and  removed  from  the 
jurisdiction  of  the  Board  of  Directors. 

V. 

That  the  exclusions  of  said  reserve  from  our  tax- 
able income  was  properly  shown  in  1945  for  the 
reason  that  that  time  our  liability  thereunder  was 
definitely  fixed. 

Contentions  of  Defendant 

I. 

That  the  so-called  directive  of  the  Commissioner 
of  Insurance  was  invalid  and  unenforceable  under 
the  laws  of  the  State  of  Oregon. 

II. 

If  it  is  held  that  the  direction  of  the  Commis- 
sioner of  Insurance  is  valid  and  enforceable  under 
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Oregon  law,  it  is  ineffectual  insofar  as  plaintiff's 
taxable  income  for  1945. 

III. 

In  the  event  the  Commissioner  of  Insurance's 
direction  to  set  up  the  reserve  was  lawful  and  equiv- 
alent to  a  statutory  requirement  and  if  the  retroac- 
tive aspect  of  the  case  does  not  defeat  the  deduction, 
plaintiff  is  still  not  entitled  to  exclude  from  its  tax- 
able income  for  the  calendar  year  1945  the  full 
amount  of  the  reserve  of  $18,614.63  since  the  reserve 
was  set  up  to  cover  the  taxable  years  1942,  1943, 

1944  and  1945.  In  other  words,  if  plaintiff  is  entitled 
to  a  deduction  on  account  of  the  reserve,  the  deduc- 
tion should  be  spread  over  the  years  from  1942  to 

1945  inclusive. 

IV. 
The  reserve  is  not  of  the  character  allowable  as  an 
exclusion  under  the  revenue  statutes. 

V. 

In  adopting  Section  204  of  the  Internal  Revenue 
Code,  Congress  intended  to  provide  for  a  general  or 
"nation-wide"  system  of  taxation  for  insurance 
"other  than  life  or  mutual."  It  did  not  and  has  not 
manifested  an  intention  that  so-called  "directives" 
issued  by  state  officials  from  time  to  time  to  individ- 
ual companies  doing  business  in  their  respective 
states  shall  be  taken  into  consideration  in  determin- 
ing the  income  tax  liability  of  companies  which  re- 
ceived them. 

Exhibits 

It  Is  Ordered  that  the  parties  may  offer  in  evi- 
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dence  at  the  trial  of  this  action  any  and  all  of  the 
following  pre-trial  exhibits  without  further  identi- 
fication or  authentication,  each  of  the  parties,  how- 
ever, having  reserved  the  right  to  object  on  other 
grounds  to  the  admission  in  evidence  of  any  or  all 
said  exhibits,  to  wit: 

Plaintiff's  Pre-Trial  Exhibits 

Exhibit  Number  1 — Letter  of  January  12,  1946, 
from  Insurance  Commissioner  of  Oregon  to  plain- 
tiff. 

Exhibit  Number  2— Letter  of  December  26,  1945, 
from  Insurance  Commissioner  of  Oregon  to  Title 
and  Trust  Co. 

Exhibit  Number  3 — Income  and  Declared  Value 
Excess  Profits  tax  returns  of  the  plaintiff  for  the 
calendar  year  1945,  Forms  1120  and  1121. 

Exhibit  Number  4 — 90-day  deficiency  letter  with 
statement  attached  from  the  Commissioner  of  Inter- 
nal Revenue  to  plaintiff,  dated  November  2,  1948. 

Exhibit  Number  5 — Claim  for  refund  for  year 
1945. 

Exhibit  Number  6 — Schedule  of  Gross  Fees  re- 
ceived by  the  plaintiff  for  the  period  1942-1945, 
inclusive. 

Exhibit  Number  7 — Copy  of  Annual  Statement  to 
Insurance  Commissioner  of  the  State  of  Oregon 
(conventional  form)  for  the  calendar  years  1942, 
1943,  1944  and  1945. 

Exhibit  Number  8 — Specimen  forms  of  title  in- 
surance policies  used  by  plaintiff  during  the  period 
involved. 
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Exhibit  Number  9 — Agent's  report  dated  Feb.  6, 
1948. 

It  is  further  ordered  and  agreed  that  this  pre- 
trial order  will  govern  the  course  of  the  trial  and 
will  not  be  amended  except  by  consent  or  to  prevent 
manifest  injustice.  This  pre-trial  order  will  take 
the  place  of  the  pleadings.  The  parties  agree  to 
waive  a  jury  and  have  the  case  tried  before  the 
Court  sitting  without  a  jury. 

The  Court,  finding  that  the  foregoing  clearly  and 
accurately  reflects  the  pre-trial  conference  had 
herein  and  the  stipulations  and  agreements  of  the 
parties,  hereby  ratifies  and  confirms  the  foregoing 
proceedings  in  all  things,  and  does  hereby 

Order  that  the  said  pre-trial  order  be  and  the 
same  is  hereby  incorporated  into  and  hereby  made 
a  part  of  the  record  in  this  case  for  the  purpose  of 
controlling  the  course  of  proceedings  on  the  formal 
trial  hereof  before  the  Court. 

Dated  this  12th  day  of  July,  1950. 

/s/  JAMES  ALGER  FEE, 
District  Judge. 

Approved : 

/s/  WILL  H.  MASTERS, 

Of  Attorneys  for  Plaintiff. 

/s/  VICTOR  E.  HARR, 

Of  Attorneys  for  Defendants. 

[Endorsed] :     Filed  July  12,  1950. 
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[Title  of  District  Court  and  Cause.] 

FINDINGS  OF  FACT  AND 
CONCLUSIONS  OF  LAW 

This  cause  coming  on  for  hearing  before  the 
Honorable  Gus  J.  Solomon,  Judge  of  the  above- 
entitled  Court,  on  the  13th  day  of  July,  1950,  and 
the  plaintiff  appearing  by  its  attorney,  Will  H. 
Masters  of  Masters  &  Masters,  and  the  defendant 
appearing  by  Henry  L.  Hess,  United  States  Dis- 
trict Attorney  for  the  District  of  Oregon,  and 
James  P.  Garland,  Special  Assistant  to  the  Attor- 
ney-General of  the  United  States,  and  the  Court 
after  hearing  the  evidence  on  the  part  of  the  plain- 
tiff and  defendant  and  the  arguments  of  counsel 
and  being  fully  advised  in  the  premises,  makes  the 
following : 

Findings  of  Fact 

I. 

That  plaintiff  is  a  citizen  of  the  United  States, 
residing  at  Portland,  Oregon.  That  this  action  is 
brought  in  this  Court  under  the  jurisdiction  and 
by  virtue  of  Title  28,  U.S.C.A.,  Section  1340  and 
Section  1346,  to  recover  money  erroneously  and 
illegally  assessed  or  collected. 

II. 

That  during  all  times  hereinafter  set  forth,  J.  W. 
Maloney  was  the  duly  appointed,  qualified  and  act- 
ing Collector  of  Internal  Revenue  for  the  District 
of  Oregon  and  the  person  who  collected  the  errone- 
ous and  illegally  assessed  tax,  but  that  said  J.  W. 
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Maloney  is  no  longer  in  office  as  Collector  of  Inter- 
nal Revenue  for  the  District  of  Oregon. 

III. 

That  plaintiff  was  required  to  and  did  under 
oath,  file  its  income  and  excess  profits  returns  on 
Forms  1120  and  1121  on  or  before  the  15th  day  of 
April,  1946,  for  the  calendar  year  1945,  with  the 
Collector  of  Internal  Revenue  at  Portland,  Oregon. 

IV. 

That  during  the  year  1945,  the  Insurance  Com- 
missioner of  the  State  of  Oregon,  through  his  duly 
appointed  agents,  examined  plaintiff's  books  and 
on  January  12,  1946,  ordered  the  plaintiff,  under 
and  by  virtue  of  Sections  101-136  and  101-137, 
O.C.L.A.,  to  establish,  segregate  and  maintain  an 
unearned  premium  of  reinsurance  reserve  which 
shall  at  all  times  and  for  all  purposes  constitute 
unearned  portions  of  the  premiums  and  shall  be 
charged  as  a  reserve  liability  of  the  corporation  in 
its  statements;  such  reserve  shall  be  accrued  and 
consist,  as  at  December  31,  1945,  for  the  years  1942, 
1943,  1944  and  1945,  of  an  amount  equal  to  3%  of 
the  total  gross  fees  and  premiums  received  or  to 
be  received  on  account  of  policies  issued  during 
said  calendar  years,  and  thereafter  monthly  at  the 
close  of  each  month,  beginning  January,  1946,  3% 
of  the  total  gross  fees  and  premiums  received  or 
to  be  received  on  account  of  policies  written  during 
the  preceding  calendar  month,  and  after  the  expira- 
tion  of   180   months   from   January   1,    1942,   that 
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portion  of  the  unearned  premiums  or  reinsurance 
reserve  established  more  than  180  months  prior 
shall  be  released  and  shall  no  longer  constitute  part 
of  the  unearned  premium  or  reinsurance  reserve 
and  may  be  used  for  any  corporate  purpose. 

V. 

That  in  December,  1945,  the  Insurance  Commis- 
sioner of  the  State  of  Oregon  informed  plaintiff 
that  said  reserve  would  have  to  be  set  up  as  of 
December  31,  1945,  and  on  December  26,  1945,  the 
Title  and  Trust  Company,  Portland,  Oregon,  was 
ordered  to  set  said  reserve  up  and  said  order  was 
shown  to  the  plaintiff.  That  said  Insurance  Com- 
missioner of  the  State  of  Oregon,  in  December, 
1945,  informed  plaintiff  that  said  order  would  be 
made  as  to  all  title  insurance  companies  in  the 
State  of  Oregon. 

VI. 

That  on  or  about  November  22,  1948,  the  Com- 
missioner of  Internal  Revenue  determined  that  the 
exclusion  shown  in  the  return  of  $18,614.63  as  a 
reserve  set  up  by  plaintiff  on  its  books,  as  of  De- 
cember 31,  1945,  was  improper  and  excluded  the 
amount  of  the  reserve  in  determining  the  plaintiff's 
tax  liability  for  the  calendar  year  1945.  The  Com- 
missioner recomputed  plaintiff's  income  tax  liabil- 
ity on  the  basis  of  the  adjustment  and  determined 
a  deficiency  in  plaintiff's  income  tax  liability  for 
the  calendar  year  1945  in  the  amount  of  $15,979.27, 
which  deficiency  was  duly  assessed  against  plaintiff 
and  was  paid  with  accrued  interest  of  $2,825.92  on 
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March  24,  1949,  to  J.  W.  Maloney,  Collector  of 
Internal  Revenue,  which  Collector  is  no  longer  in 
office. 

VII. 
Plaintiff  set  up  on  its  books,  as  aforementioned, 
on  December  31,  1945,  a  reserve  for  purported  un- 
earned premiums  as  follows: 

Vo  of  1942  premiums $  2,780.17 

%  of  1943  premiums 3,885.46 

7o  of  1944  premiums 4,829.59 

3%  of  1945  premiums 7,119.41 

Total  Reserve $18,614.63 

VIII. 
That  on  or  about  June  20,  1949,  plaintiff  filed  a 
claim  for  refund  on  the  ground  that  said  reserve 
was  legally  set  up  by  the  State  of  Oregon  and  was 
taken  away  from  the  jurisdictional  authority  of  the 
Board  of  Directors  and  was  not  available  to  said 
plaintiff  as  a  surplus  or  as  payment  of  dividends 
to  the  stockholders.  That  more  than  six  months 
have  elapsed  since  the  filing  of  said  claim  and  the 
institution  of  action  herein. 

IX. 

That  pursuant  to  Sections  101-1501  and  101-1502, 
O.C.L.A.,  plaintiff  deposited  with  the  Treasurer  of 
the  State  of  Oregon  securities  in  the  value  of 
$100,000.00  and  that  said  deposit  was  made  many 
years  prior  to  1945  and  is  unrelated  to  the  reserve 
set  up  on  the  books  of  the  company. 
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From  the  foregoing  Findings  of  Fact,  the  Court 
makes  the  following: 

Conclusions  of  Law 

I. 

That  the  plaintiff  was  an  Insurance  Company 
under  the  Insurance  Laws  of  the  State  of  Oregon 
and  the  Commissioner  of  Insurance  of  the  State  of 
Oregon  had  jurisdiction  over  said  plaintiff;  that 
said  Insurance  Commissioner  of  the  State  of  Ore- 
gon had  authority  under  the  laws  of  the  State  of 
Oregon  to  order  said  reserve  to  be  set  up  on  the 
books  of  the  plaintiff  and  remove  from  the  juris- 
diction of  the  Board  of  Directors  the  said  sum  of 
$18,614.63  as  an  allowable  reserve  as  defined  in 
Section  204  (b)  (s)  of  the  Internal  Revenue  Code. 

II. 

That  the  exclusion  of  the  reserve  from  plaintiff's 
taxable  income  was  properly  shown  as  of  December 
31,  1945. 

III. 

That  the  Commissioner  of  Internal  Revenue 
erred  in  excluding  said  reserve  as  a  reserve  and 
including  the  same  in  income. 

IV. 

That  plaintiff  is  entitled  to  recover  from  the  de- 
fendant the  sum  of  $18,805.19  together  with  interest 
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at  the  rate  of  6%  per  annum  from  February  28, 
1945. 

Dated  this  17th  clay  of  November,  1950. 

/s/  GITS  J.  SOLOMON, 

Judge. 

State  of  Oregon, 

County  of  Multnomah — ss. 

Due  and  legal  service  of  the  within  Findings  of 
Fact  and  Conclusions  of  Law  by  receipt  of  a  duly 
certified  copy  thereof,  as  required  by  law,  is  hereby 
accepted  in  Multnomah  County,  Oregon,  on  this  9th 
day  of  November,  1950. 

/s/  VICTOR  E.  HARR, 

Of  Attorneys  for  Defendant. 

[Endorsed] :     Filed  November  17,  1950. 


In  the  United  States  District  Court 

for  the  District  of  Oregon 

Civil  Action  No.  5290 

PACIFIC  ABSTRACT  TITLE  CO.,  a  Corpora- 
tion, 

Plaintiff, 
vs. 
UNITED  STATES, 

Defendant. 
JUDGMENT 

This  cause  coming  on  for  trial  before  the  Honor- 
able Gus  J.  Solomon,  Judge  of  the  above-entitled 
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Court,  on  the  13th  day  of  July,  1950,  and  the  plain- 
tiff appearing  by  its  attorney,  Will  H.  Masters  of 
Masters  &  Masters,  and  the  defendant  appearing 
by  Henry  L.  Hess,  United  States  District  Attorney 
for  the  District  of  Oregon,  and  James  P.  Garland, 
Special  Assistant  to  the  Attorney-General  of  the 
United  States,  and  based  upon  the  Findings  of  Fact 
and  Conclusions  of  Law  herein,  it  is  hereby 

Ordered  and  Adjudged,  that  the  plaintiff  have 
and  recover  of  and  from  the  defendant  the  sum  of 
$18,805.19  together  with  interest  as  provided  by  law. 

Dated  and  Entered  this  17th  day  of  November, 
1950. 

/s/  GUS  J.  SOLOMON, 
Judge. 

[Endorsed] :     Filed  November  17,  1950. 


[Title  of  District  Court  and  Cause.] 

NOTICE  OF  APPEAL 

To:  Pacific  Abstract  Title  Co.,  plaintiff,  and  Will 
H.  Masters,  its  attorney: 

Notice  is  hereby  given  that  the  United  States  of 
America,  defendant  above  named,  hereby  appeals  to 
the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit,  from  the  Judgment  entered  in  this  action 
on  the  17th  day  of  November,  1950,  in  favor  of 
plaintiff  and  against  defendant. 


32  United  States  of  America  vs. 

Dated  this  9th  day  of  January,  1951,  at  Portland, 
Oregon. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

[Endorsed] :     Filed  January  11,  1951. 


[Title  of  District  Court  and  Cause.] 

MOTION  FOR  EXTENSION  OF  TIME 

Comes  now  the  defendant  above  named,  by  and 
through  its  attorneys,  Henry  L.  Hess,  United  States 
Attorney  for  the  District  of  Oregon,  and  Victor  E. 
Harr,  Assistant  United  States  Attorney,  and  moves 
the  Court  for  an  order  extending  the  time  for  filing 
the  record  on  appeal  and  docketing  the  within 
action  in  the  Circuit  Court  of  Appeals  to  ninety 
days  from  the  first  date  of  filing  of  said  Notice  of 
Appeal.  This  motion  is  based  on  the  grounds  that 
the  Department  of  Justice  requires  additional  time 
to  fully  consider  said  appeal. 
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Dated  at  Portland,  Oregon,  this  12th  day  of  Feb- 
ruary, 1951. 

HENRY  L.  HESS, 

United  States  Attorney  for 
the  District  of  Oregon. 

/s/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

[Endorsed] :     Filed  February  13,  1951. 

[Title  of  District  Court  and  Cause.] 

ORDER 

This  matter  coming  on  to  be  heard  ex  parte  this 
day  upon  motion  of  defendant,  through  its  attor- 
neys, Henry  L.  Hess,  United  States  Attorney  for 
the  District  of  Oregon,  and  Victor  E.  Harr,  Assist- 
ant United  States  Attorney,  for  an  order  extending 
time  for  the  filing  of  the  record  on  appeal  and 
docketing  the  within  action  in  the  Circuit  Court  of 
Appeals,  to  enable  the  Department  of  Justice  to 
have  additional  time  to  consider  said  appeal,  and 
the  Court  being  fully  advised  in  the  premises, 

It  Is  Ordered  that  the  time  for  filing  the  within 
appeal  and  docketing  the  action  be,  and  it  is  hereby, 
extended  to  ninety  days  from  the  first  date  of  the 
Notice  of  Appeal. 

Made  and  Entered  at  Portland,  Oregon,  this  13th 
day  of  February,  1951. 

/s/  GUS  J.  SOLOMON, 
District  Judge. 

[Endorsed]:     Filed  February  13,  1951. 
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In  the  United  States  District  Court 
for  the  District  of  Oregon 

Civil  No.  5290 

PACIFIC  ABSTRACT  TITLE  CO.,  a  Corpora- 
tion, 

Plaintiff, 

vs. 

THE  UNITED  STATES, 

Defendant. 
DOCKET  ENTRIES 
1950 

Mar.    1 — Filed  complaint. 

Mar.    1 — Issued  summons — to  marshal. 

Mar.    8 — Filed  summons  with  marshal's  return. 

Mar.  15 — Filed  affidavit  of  Will  H.  Masters  re  serv- 
ice by  mail. 

Apr.  21 — Filed  answer. 

May  15 — Entered  order  setting  for  trial  on  Septem- 
ber 19,  1950—10  a.m. 

May  22 — Entered  order  resetting  for  trial  on  June 
6,  1950—10  a.m. 

June    8 — Entered  order  striking  from  trial  calen- 
dar. 

June  23 — Entered  order  setting  for  trial  July  13, 
1950. 

June  26 — Filed  motion  of  U.   S.  for  judgment  on 
the  pleadings. 

July  12 — Filed  and  entered  pre-trial  order. 

July  13 — Record  of  trial  before  court  and  order 
continuing  to  July  17,  1950 — 2  p.m. 

July  17 — Filed  stipulation  re  testimony  of  A.   C. 
Olshen. 
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1950 

July  17 — Entered  order  allowing  withdrawal  of  mo- 
tion of  U.  S.  for  judgment  on  the  plead- 
ings; record  of  further  trial  and  order 
allowing  ptff.  20  days  to  submit  brief; 
deft.  20  days  thereafter  and  ptff.  10  days 
thereafter  and  order  reserving. 

Aug.    1 — Filed  brief  of  plaintiff. 

Aug.  12 — Filed  transcript  of  testimony  at  trial  July 
13,  1950. 

Aug.  17 — Filed  stipulation  for  time  for  U.  S.  to  file 
brief. 

Aug.  17 — Filed  and  entered  order  allowing  U.  S.  to 
and  including  Sept.  15  to  file  brief. 

Sept.  15 — Filed  brief  for  the  United  States. 

Sept. 25 — Filed  stipulation  re  time  for  pltf.  to  file 
reply  brief. 

Sept.  25 — Filed  and  entered  order  extending  time  to 
and  inc.  Oct.  2,  1950,  to  file  reply  brief. 

Oct.     2 — Filed  reply  brief  of  plaintiff. 

Oct.  31 — Record  of  oral  opinion  and  order  that  pltf. 
prepare  Findings,  Conclusions  and  Judg- 
ment. 

Nov.    9 — Filed  exhibits  Nos.  7a  to  7d,  inc. 

Nov.  17 — Filed  and  entered  Findings  of  Fact  and 
Conclusions  of  Law. 

Nov.  17 — Filed  and  entered  judgment. 

1951 
Jan.  11 — Filed  notice  of  appeal  by  IT.  8.    Copy  to 

Atty.  Masters. 
Feb.  13 — Filed  motion  for  order  extending  time  for 

filing  and  docketing  appeal. 
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1951 
Feb.  13 — Filed  and  entered  order  extending  time 

for  filing  and  docketing  appeal. 
Apr.    6 — Filed  designation  of  record. 


CERTIFICATE  OF  CLERK 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Lowell  Mundorft',  Clerk  of  the  United  States 
District  Court  for  the  District  of  Oregon,  do  hereby 
certify  that  the  foregoing  documents,  consisting  of 
complaint,  answer,  motion  for  judgment  on  the 
pleadings,  pre-trial  order,  stipulation  re  testimony 
of  A.  C.  Olshen,  Findings  of  Fact  and  Conclusions 
of  Law,  Judgment,  Notice  of  Appeal,  motion  for 
extension  of  time  to  file  record,  order  extending 
time  to  file  record  on  appeal,  designation  of  con- 
tents of  record  on  appeal,  and  transcript  of  docket 
entries,  constitute  the  record  on  appeal  from  a 
judgment  of  said  court  therein  numbered  Civil 
5290,  in  which  the  Pacific  Abstract  Title  Co.,  a  cor- 
poration, is  plaintiff  and  appellee,  and  the  United 
States  of  America  is  defendant  and  appellant;  that 
the  said  record  has  been  prepared  by  me  in  accord- 
ance with  the  designation  of  contents  of  record  on 
appeal  filed  by  the  appellant,  and  in  accordance 
with  the  rules  of  this  court. 

In  Testimony  Whereof  I  have  hereunto  set  my 
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hand  and  affixed  the  seal  of  said  court  in  Portland, 
in  said  District,  this  7th  day  of  April,  1951. 

[Seal]  LOWELL  MUNDORFF, 

Clerk. 

By  /s/  F.  L.  BUCK, 

Chief  Deputy. 


PRE-TRIAL  EXHIBIT  No.  1 

State  of  Oregon 

Department  of  Insurance 

Fire  Marshal  Department 

Salem 

January  12,  1946 

Pacific  Abstract  Title  Company, 
408  S.  W.  Oak  Street, 
Portland  4,  Oregon. 

Dear  Sirs: 

Pursuant  to  Section  101-136,  O.  C.  L.  A.,  an  ex- 
amination of  your  Company  was  made  as  of  Sep- 
tember 30,  1945,  by  a  duly  authorized  examiner  of 
this  department.  Enclosed  herewith  is  a  copy  of  the 
examination  report. 

On  page  16  of  said  report  attention  is  called  to 
the  advisability  of  making  adequate  reserve  pro- 
vision for  unearned  premiums.  Study  has  been 
given  by  the  Department  towards  the  formulation 
of  a  reasonable,  adequate,  and  sound  rule  for  the 
determination  of  such  a  reserve.  Consideration  was 
given  to  the  trend  of  your  experience,   premium 
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volume,  and  size  and  types  of  risks  underwritten. 
In  order  to  make  broader  comparison  with  the  re- 
quirements and  procedures  followed  in  other  states 
as  regards  such  reserves,  the  statutes  of  the  various 
states  were  analyzed.  As  a  consequence,  in  accord- 
ance with  the  provisions  of  Section  101-137,  O.  C. 
L.  A.,  the  following  rule  lias  been  promulgated  as 
applicable  to  your  Company. 

1.  The  Pacific  Abstract  Title  Company  shall 
establish,  segregate  and  maintain  an  unearned 
premium  or  reinsurance  reserve  as  hereafter  pro- 
vided, which  shall  at  all  times  and  for  all  purposes 
be  deemed  and  shall  constitute  unearned  portions 
of  the  premiums  and  shall  be  charged  as  a  reserve 
liability  of  your  corporation  in  your  statements; 
such  reserve  shall  be  cumulative  and  shall  be  estab- 
lished and  shall  consist  of  the  following: 

(a)  As  at  December  31,  1945,  or  within  a 
period  of  three  years  thereafter  an  amount 
equal  to  3%  of  the  total  gross  fees  and  pre- 
miums received  or  to  be  received  on  account 
of  policies  issued  during  the  four  calendar 
years— 1942,  1943,  1944  and  1945 ;  and 

(b)  Monthly  at  the  close  of  each  month  be- 
ginning January,  1946,  3%  of  the  total  gross 
fees  and  premiums  received  or  to  be  received 
on  account  of  policies  written  during  the  pre- 
ceding calendar  month ; 

(c)  After  the  expiration  of  180  months 
from  January  1,  1942,  that  portion  of  the  un- 
earned premium  or  reinsurance  reserve  estab- 
lished  more   than    180   months   prior   shall    be 


Pacific  Abstract  Title  Co.,  etc.  39 

released  and  shall  no  longer  constitute  part  of 
the  unearned  premium  or  reinsurance  reserve 
and  may  be  used  for  any  corporate  purposes. 

2.  Hereafter  the  Pacific  Abstract  Title  Company 
shall  segregate  and  maintain  a  "  Title  Loss  Re- 
serve" at  least  equal  to  the  aggregate  estimated 
amount  due  or  to  become  due  on  account  of  all  un- 
paid losses  and  claims  upon  title  insurance  policies 
of  which  the  company  has  received  notice  but  not 
less  than  the  aggregate  of  title  losses  incurred  dur- 
ing the  immediately  preceding  36  months. 

3.  Hereafter  the  Pacific  Abstract  Title  Company 
shall  not  issue  a  policy  of  title  insurance  for  a  single 
transaction,  the  face  amount  of  which  shall  exceed 
an  amount  which  is  five  times  the  capital  and  sur- 
plus of  your  Company;  but  nothing  herein  shall 
prevent  the  Pacific  Abstract  Title  Company  from 
assuming  the  risk  on  a  single  policy  jointly  with 
another  title  insurance  company  or  companies  in 
excess  of  five  times  the  Pacific  Abstract  Title  Com- 
pany's capital  and  surplus,  provided  that  the  total 
amount  of  such  insurance  shall  not  exceed  five  times 
the  total  combined  capital  and  surplus  of  all  such 
companies  liable  under  such  insurance;  and  pro- 
vided that  each  such  company  shall  not  assume 
more  than  its  proportionate  share  of  the  total 
amount  at  risk  in  accordance  with  the  above-defined 
maximum  retention  limit. 

If  at  any  date  subsequent  hereto,  upon  review  or 
examination  as  provided  in  the  Oregon  Insurance 
Laws,  it  is  determined  that  the  reserves  and  pro- 
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cedures  established  by  the  rules  as  promulgated 
above  are  inadequate  for  the  safety  and  welfare  of 
the  policyholders  and  not  in  the  best  interests  of 
the  company  operations,  said  rules  will  be  modified 
as  necessary;  furthermore  should  any  statute  here- 
after be  adopted  by  the  State  of  Oregon  bearing  on 
this  subject,  then  any  sections  of  these  rules  incon- 
sistent or  in  conflict  with  said  statute  or  statutes 
shall  be  automatically  voided. 

Yours  very  truly, 

/s/  S.  B.  THOMPSON, 

Insurance  Commissioner. 
SBT:LM 


Note:  Carbon  copy  of  letter  delivered  to 
J.  A.  Givens,  9/2/47. 
gie 
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PRE-TRIAL  EXHIBIT  No.  4 

Treasury  Department 

Internal  Revenue  Service 

Seattle  1,  Washington 

November  2,  1948 

Office  of  Internal  Revenue  Agent  in  Charge, 
Seattle  Division, 
305-A  Jones  Building, 
1331  Third  Avenue. 
IT:90D:EEH 

Pacific  Abstract  Title  Co., 
408  S.  W.  Oak  Street, 
Portland,  Oregon. 

Gentlemen : 

You  are  advised  that  the  determination  of  your 
excess  profits  tax  liability  for  the  year  ended  De- 
cember 31,  1945,  discloses  a  deficiency  of  $16,012.23, 
and  that  the  determination  of  your  income  tax  lia- 
bility for  the  year  mentioned  discloses  an  over- 
assessment  of  $32.96,  as  shown  in  the  statement 
attached. 

In  accordance  with  the  provisions  of  existing 
internal  revenue  laws,  notice  is  hereby  given  of  the 
deficiency  or  deficiencies  mentioned. 

Within  90  days  (not  counting  Saturday,  Sunday, 
or  a  legal  holiday  in  the  District  of  Columbia  as  the 
90th  day)  from  the  date  of  the  mailing  of  this  letter, 
you  may  file  a  petition  with  The  Tax  Court  of  the 
United  States,  at  its  principal  address,  Washington 


42  United  States  of  America  vs. 

25,  D.  C,  for  a  redetermination  of  the  deficiency  or 
deficiencies. 

Should  you  not  desire  to  file  a  petition,  you  are 
requested  to  execute  the  enclosed  form  and  forward 
it  to  the  Internal  Revenue  Agent  in  Charge,  Seattle 
1,  Washington,  for  the  attention  of  IT:90D:EEH. 
The  signing  and  filing  of  this  form  will  expedite 
the  closing  of  your  return  (s)  by  permitting  an  early 
assessment  of  the  deficiency  or  deficiencies,  and  will 
prevent  the  accumulation  of  interest,  since  the  in- 
terest period  terminates  30  days  after  filing  the 
form,  or  on  the  date  assessment  is  made,  whichever 
is  earlier. 

Very  truly  yours, 

GEO.  J.  SCHOENEMAN, 

Commissioner. 

By  /s/  S.  R.  STOCKTON, 

Internal  Revenue  Agent  in 
Charge. 
Enclosures : 
Statement 
Form  of  waiver 
EEH:EGG 
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IT:90D:EEH 

STATEMENT 

Pacific  Abstract  Title  Co. 

408  S.  W.  Oak  Street 

Portland,  Oregon 

Tax  Liability  for  the  Taxable  Year  Ended  December  31, 1945. 

Over- 
Liability      Assessed      assessment     Deficiency 

Income  Tax  $13,627.11     $13,660.07        $32.96 

Excess  Profits  Tax $41,177.32     $25,165.09  $16,012.23 

In  making  this  determination  of  your  income  and  excess  profits  tax 
liability,  careful  consideration  has  been  given  to  the  report  of  examina- 
tion dated  November  10, 1947 ;  to  your  protest  dated  February  26, 1948 ; 
and  to  the  statements  made  at  the  conferences  held  on  July  7, 1948,  and 
October  6, 1948. 

A  copy  of  this  letter  and  statement  has  been  mailed  to  your  repre- 
sentative, Mr.  Will  H.  Masters,  Yeon  Building,  Portland,  Oregon,  in 
accordance  with  the  authority  contained  in  the  power  of  attorney  exe- 
cuted by  you. 

Adjustments  to  Net  Income 

Net  income  as  disclosed  by  return,  Form  1120 $67,470.72 

Unallowable  deductions  and  additional  income : 

(a)  Taxes  $       35.95 

(b)  Anticipated  expenses  15.00 

(c)  Unearned  premiums  18,614.63         18,665.58 

Net  income,  adjusted $86,136.30 

Explanation  of  Adjustments 

(a)  On  your  return  you  claimed  a  deduction  of  $623.77  for  State 
(and  County  taxes,  assessed  as  of  January  1,  1945,  and  payable  in  No- 
vember, 1945.  It  is  held  that  the  deduction  for  these  taxes  is  allowable 

in  the  amount  of  $587.82,  and  your  net  income  is  increased  by  the  differ- 
:  ence  of  $35.95  in  the  amounts  shown. 

(b)  On  your  return  you  claimed  a  deduction  of  $15.00  for  City 
licenses.  As  your  liability  for  the  payment  of  these  licenses  had  not 
i been  determined  as  of  the  end  of  the  taxable  year,  the  claimed  deduc- 
tion is  disallowed  and  your  net  income  is  increased  by  the  amount 

shown. 

(c)  In  your  income  and  declared  value  excess  profits  tax  return  for 
the  year  1945  you  reported  title  insurance  premiums  in  the  amount  of 
$218,698.90.  The  records  of  this  office  show  that  in  addition  to  this  sum 
you  received  title  insurance  premiums  in  the  amount  of  $18,614.63 
which  you  credited  to  a  reserve  for  unearned  premiums  and  did  not 
j include  in  gross  or  net  income  reported. 

The  Bureau  holds  that  the  total  title  insurance  premiums  received 
iby  you  during  the  year  1945  were  earned  in  that  year.  Taxable  income 
reported  has,  therefore,  been  increased  by  the  sum  of  $18,614.63. 
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Income  Tax  Computation 

Net  income,  adjusted $86,136.30 

Less:  Adjusted  excess  profits  net  income 48,160.61 


Normal-tax  net  income  and  surtax  net  income $37,975.69 

Normal-tax:  $  5,000.00  @  15%  $    750.00 

15,000.00  @  17%  2,550.00 

5,000.00  @  19%  950.00 

12,975.69  @  31%  4,022.46 


Total  normal-tax  $  8,272.46 

Surtax:  $25,000.00  @  10%  $2,500.00 

12,975.69  @  22%  2,854.65 


Total  surtax  $  5,354.65 


Income  tax  liability  (normal  tax  and  surtax) $13,627.11 

Income  tax  assessed :  Original,  Account  No.  4100720 13,660.07 


Overassessment  of  income  tax $       32.96 


Adjustments  to  Excess  Profits  Net  Income 

Excess  profits  net  income  as  disclosed  by  return 

(Form  1121)   $67,470.72 

Additions : 

(a)  Adjustments  to  net  income 18,665.58 


Excess  profits  net  income,  corrected $86,136.30 

Explanation  of  Adjustment 

(a)  Your  excess  profits  net  income  is  increased  by  the  total  amount 
of  the  additions  made  to  the  net  income  reported  on  your  return,  Form 
1120,  as  explained  above. 

Excess  Profits  Tax  Computation 

Excess  profits  net  income,  corrected $86,136.30 

Less :  Specific  exemption  $10,000.00 

Excess  profits  credit  as  determined 27,975.69        37,975.69 


Adjusted  excess  profits  net  income $48,160.61 

Excess  profits  tax,  95%  of  $48,160.61 $45,752.58 

Less :  10%  credit  Section  784, 1.R.C 4,575.26 

Correct  excess  profits  tax  liability $41,177.32 

Previous  assessment — Original,  Account  No.  4000283 25,165.09 


Deficiency  in  excess  profits  tax $16,012.23 
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PRE-TRIAL  EXHIBIT  No.  6 

Abstracts  Title  Insurance  Escrows 

Pacific  Abstract  Title  Co. 

408  S.W.  Oak  Street,  Portland,  Oregon 

Schedule  of :  Gross  Fees  Received 
Period  Covered :  1942-1945  incl.  May  29, 1950 
1942  1943  1944  1945  Total 

Premiums  for : 
Title  Insur- 
ance        $  92,672.32  $129,515.35  $  94,896.52  $144,739.00  $461,823.19 
?ees  for : 
Abstracts  8,411.00       8,411.00 

Escrows  1,239.80        1,239.80 

Other  8,847.05      12,951.65      11,817.43       3,797.25      37,413.38 

Totals:  $101,519.37  $142,467.00  $106,713.95  $158,187.05  $508,887.37 

[Shown  in  pencil  on  original  under  1944  total:  66,089.83  totaling 
:72,803.78.] 

footnote:  The  foregoing  figures  were  taken  from  the  Annual  State- 
ment to  the  Insurance  Commissioner  of  the  State  of  Oregon. 


PRE-TRIAL  EXHIBIT  No.  8 

Pacific  Abstract  Title  Co. 

408  S.  W.  Oak  Street, 
Portland,  Oregon 

$  Premium  $  No. 

Owner's  Title  Insurance  Policy 

For  value,  Pacific  Abstract  Title  Co.,  a  corpora- 
tion (incorporated  under  the  laws  of  the  State  of 
Oregon  and  duly  authorized  by  the  State  Insurance 
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Commissioner  to  insure  titles  in  said  state),  herein- 
after called  the  Company, 

Does  Hereby  Insure 
subject  to  the  annexed  conditions,  hereby  made  a 
part  of  this  policy, 

[Stamped]:     Specimen. 

heirs  and  devisees  (or  if  a  corporation,  its  succes- 
sors) hereinafter  called  the  Insured,  against  loss  or 
damage  not  exceeding 

Dollars, 
which  the  Insured  may  sustain  by  reason  of  any 
defects  in  or  unmarketability  of  the  Insured's  title 
to  all  the  estate  or  interest  in  the  premises  specified 
and  hereinafter  described  or  by  reason  of  liens  or 
encumbrances  charging  the  same  at  the  date  of  this 
policy,  saving  and  excepting,  and  this  policy  does 
not  insure  against  loss  or  damage  by  reason  of  any 
estate  or  interest,  defect,  lien,  encumbrance  or  ob- 
jection hereinafter  set  forth  in  annexed  Schedule  B. 

Any  loss  under  this  policy  is  to  be  established  in 
the  manner  provided  in  said  conditions  and  shall  be 
paid  upon  compliance  by  the  insured  with  and  as 
prescribed  in  said  conditions,  and  not  otherwise. 

In  testimony  whereof,  Pacific  Abstract  Title  Co. 
has  caused  these  presents  to  be  duly  signed  by  its 
President  or  Vice-President,  attested  by  its  Secre- 
tary or  Assistant  Secretary,  under  its  Corporate 
seal  this 

PACIFIC  ABSTRACT 
TITLE  CO., 

By  /s/  WILL  H.  MASTERS, 

President. 
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Attest : 

Secretary. 

Page  1  of  Policy  No. 

Schedule  A 
The  Estate  or  interest  covered  by  this  policy : 
Description  of  the  tract  of  land  the  title  to  which 
is  insured  by  this  policy : 

[Stamped] :     Specimen. 

Page  2  of  Policy  No. 

Schedule  B 

This  policy  does  not  insure  against: 

1.  Any  state  of  facts  which  an  accurate  survey 
and  inspection  would  show;  roads,  ways  and  ease- 
ments not  established  of  record;  the  existence  of 
county  roads ;  water  rights  and  water  locations. 

2.  Rights  or  claims  of  persons  in  possession,  or 
claiming  to  be  in  possession,  not  shown  of  record; 
material  or  labor  liens  of  which  no  notice  is  of 
record. 

3.  Matters  relating  to  assessments,  if  any,  pre- 
ceding the  same  becoming  fixed  and  shown  as  a 
lien ;  taxes  not  yet  payable,  and  all  matters  relating 
to  vacating,  opening  or  other  changing  of  streets  or 
highways  preceding  the  final  termination  of  the 
same. 

4.  Provisions  and  effect  of  any  law  or  ordinance 
enacted  for  the  purpose  of  regulating  occupancy  or 
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use    of    said    land    or    any    building    or    structure 
thereon. 

[Stamped] :     Specimen. 

Page  .  .  of  Policy  No. 

Conditions 

Upon  receipt  of  notice  of  any  defect,  lien  or  in- 
cumbrance hereby  insured  against,  the  Insured  shall 
forthwith  notify  the  Company  thereof  in  writing. 
In  case  any  suit,  action  or  proceeding  is  commenced 
to  which  the  Insured  is  a  party  and  which  may 
result  in  loss  under  this  policy,  the  Insured  shall 
immediately  after  learning  thereof  notify  the  Com- 
pany in  writing,  and  within  ten  (10)  days  after 
service  of  process  upon  him  secure  to  the  Company 
the  right  to  defend  such  suit,  action  or  proceeding 
in  the  name  of  the  Insured,  so  far  as  necessary  to 
protect  the  Insured,  and  shall  render  all  reasonable 
assistance  in  such  defense.  The  Company  will  de- 
fend such  suit,  action  or  proceeding  at  its  own  cost, 
reserving,  however,  the  option  of  settling  the  claim 
or  paying  this  policy  in  full  at  any  time.  But  the 
Company  shall  in  no  case  be  liable  for  any  costs  or 
expense  incurred  by  the  Insured  in  such  litigation 
without  its  consent. 

In  the  event  of  final  judicial  determination  by  a 
Court  of  competent  jurisdication,  under  which  the 
Insured  is  dispossessed  or  deprived  of  the  real 
estate  covered  hereby,  or  his  estate  or  interest  in- 
sured is  impaired  by  reason  of  any  adverse  interest, 
lien  or  ineumbranee  hereby  insured  against,  or,  if 
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this  policy  covers  a  mortgagee's  interest,  if  such 
final  judicial  determination  shall  defeat  or  impair 
the  mortgagor's  title  to  all  or  any  part  of  the  mort- 
gaged premises  or  establish  the  priority  to  the  mort- 
gage of  a  lien  or  incumbrance  not  excepted  in  this 
policy,  claim  may  be  made  hereunder,  provided,  the 
conditions  have  been  in  all  ways  complied  with. 
Every  claim  for  loss  under  this  policy  must  be  in 
writing,  giving  a  full  statement  thereof,  and  be 
delivered  to  the  Company  at  its  Home  Office  Avithin 
sixty  (60)  days  after  such  final  judicial  determina- 
tion, whereupon  the  loss  hereunder  shall  be  payable 
to  the  Insured  on  or  before  thirty  (30)  days. 

The  Company  may  at  any  time  pay  this  policy  in 
full,  whereupon  all  liability  of  the  Company  shall 
terminate.  The  total  liability  under  this  policy,  ex- 
clusive of  costs,  shall  in  no  case  exceed  the  face  of 
the  policy,  and  every  payment  of  the  Company  shall 
reduce  the  policy  by  the  amount  paid.  When  the 
Company  shall  have  paid  a  loss  under  this  policy  it 
shall  be  subrogated  to  all  rights  and  remedies  which 
the  Insured  may  have  against  any  person  or  prop- 
erty in  respect  of  such  claims,  or  would  have  if  this 
policy  had  not  been  issued,  and  the  Insured  shall 
forthwith  transfer  all  such  rights  to  the  Company 
accordingly.  If  the  payment  made  by  the  Company 
does  not  cover  the  loss  of  the  Insured,  then  such 
subrogation  of  the  Company  shall  be  proportionate. 
Or,  the  Company  may,  in  case  this  policy  covers  a 
mortgagee's  interest  only,  pay  the  Insured  the  en- 
tire mortgage  indebtedness,  with  interest  at  the  rate 
specified  in  the  mortgage  and  thereupon  the  Insured 


50  United  States  of  America  vs. 

shall  assign  and  transfer  to  the  Company  the  mort- 
gage and  the  indebtedness  thereby  secured,  with  all 
instruments  evidencing  or  securing  the  same,  or 
shall  convey  to  the  Company  any  estate  lawfully 
vested  in  the  Insured  by  virtue  of  foreclosure  of 
the  mortgage,  and  all  liability  of  the  Company  shall 
thereupon  terminate. 

Where  the  Insured,  in  good  faith,  shall  have  en- 
tered into  an  enforceable  contract,  in  writing,  to 
sell  the  insured  estate  or  interest,  and  the  title  shall 
have  been  rejected  because  of  some  defect  or  incum- 
brance not  excepted  in  this  policy,  and  notice  in 
writing  of  such  rejection  shall  have  been  given  to 
this  Company  within  ten  days  thereafter;  for  thirty 
days  after  receiving  such  notice  this  Company  shall 
have  the  option  of  paying  the  loss  of  which  the 
Insured  must  present  proper  proof,  or  of  maintain- 
ing or  defending  either  in  its  own  name  or  at  its 
option  in  the  name  of  the  Insured  some  proper 
action  or  proceeding,  begun  or  to  be  begun  in  a 
court  of  competent  jurisdiction,  for  the  purpose  of 
determining  the  validity  of  the  objection  alleged 
by  the  vendee  to  the  title,  and  only  in  case  a  final 
determination  is  made  in  such  action,  or  proceed- 
ing, sustaining  the  objection  to  the  title,  shall  this 
Company  be  liable  on  this  policy. 

If  this  policy  covers  a  mortgagee's  interest  only, 
discharge  of  the  mortgage,  otherwise  than  through 
foreclosure  thereof,  or  by  deed  in  lieu  of  fore- 
closure, shall  terminate  this  policy  and  all  liability 
of  the  Company  hereunder;  but  if  any  Insured 
acquires  said  land,  or  any  part  thereof,  by  fore- 
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closure  or  in  any  other  legal  manner  in  satisfaction 
of  said  mortgage  indebtedness,  or  any  part  thereof, 
then  this  policy  shall  continue  in  force  in  favor  of 
such  Insured  and  each  successor  in  interest  in  own- 
ership, subject  to  all  of  the  conditions  and  stipula- 
tions hereof  applicable  to  an  owner  of  land. 

Nothing  contained  in  this  policy  shall  be  con- 
strued as  an  insurance  against  defects  or  incum- 
brances created  subsequent  to  the  date  hereof. 


[Endorsed] :  No.  12894.  United  States  Court  of 
Appeals  for  the  Ninth  Circuit.  United  States  of 
America,  Appellant,  vs.  Pacific  Abstract  Title  Co., 
a  corporation,  Appellee.  Transcript  of  Record. 
Appeal  from  the  United  States  District  Court  for 
the  District  of  Oregon. 

Filed  April  9,  1951. 

/s/  PAUL  P.  O'BRIEN, 
Clerk  of  the  United  States  Court  of  Appeals  for  the 
Ninth  Circuit. 


52  United  States  of  America  vs. 

United  States  Court  of  Appeals 
for  the  Ninth  Circuit 

No.  12894 
Civil  Action  No.  5290 

PACIFIC  ABSTRACT  TITLE  CO.,  a  Corpora- 
tion, 

Plaintiff, 

vs. 

UNITED  STATES, 

Defendant. 

STATEMENT  OF  POINTS  TO  BE  RELIED 
ON  BY  DEFENDANT-APPELLANT  ON 
APPEAL 

Comes  now  the  United  States  of  America,  the 
defendant-appellant  in  the  above-entitled  cause,  and 
states  that  the  points  upon  which  it  intends  to  rely 
in  its  appeal  are  as  follows: 

The  United  States  District  Court  for  the  District 
of  Oregon  erred: 

1.  In  concluding  that  the  insurance  commis- 
sioner of  the  State  of  Oregon  had  authority  under 
the  laws  of  that  state  to  order  the  plaintiff  to  set 
up  on  its  books  on  December  31,  1945,  a  reserve  for 
purported  unearned  premiums  computed  as  follows : 

Three  per  cent  of  its  1942  premiums $  2,780.17 

Three  per  cent  of  its  1943  premiums $  3,885.46 

Three  per  cent  of  its  1944  premiums $  4,829.59 

Three  per  cent  of  its  1945  premiums $  7,119.41 

Total  Reserve $18,614.63 
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and  also  erred  in  concluding  that  the  insurance 
commissioner  of  Oregon  had  authority  to  remove 
from  the  jurisdiction  of  the  Board  of  Directors  of 
the  plaintiff  the  said  sum  of  Eighteen  Thousand, 
Six  Hundred,  Fourteen  Dollars  and  Sixty-three 
Cents  ($18,614.63),  and  erred  further  in  concluding 
that  said  amount  so  computed  was  an  allowable  re- 
serve as  denned  in  Section  204(b)(5)  of  the  Inter- 
nal Revenue  Code. 

2.  In  concluding  that  the  exclusion  of  the  afore- 
said sum  of  $18,614.63  from  plaintiff's  taxable  in- 
come for  the  calendar  year  1945  was  properly  shown 
as  of  December  31,  1945. 

3.  In  concluding  that  the  Commissioner  of  Rev- 
enue erred  in  excluding  said  sum  of  $18,614.63  as  a 
reserve  and  including  it  in  plaintiff's  taxable  gross 
income  for  the  calendar  year  1945. 

4.  In  concluding  that  plaintiff  is  entitled  to 
recover  from  the  defendant  the  sum  of  $18,805.19 
paid  by  plaintiff  as  federal  income  tax  for  the  cal- 
endar year  1945,  together  with  interest  thereon  at 
the  rate  of  six  per  cent  per  annum  from  February 
28,  1945. 

5.  In  failing  to  find  and  hold  that  the  aforesaid 
sum  of  $18,614.60  computed  by  plaintiff  in  accord- 
ance with  the  order  or  directive  of  the  insurance 
commissioner  of  the  State  of  Oregon  did  not  con- 
stitute unearned  premiums  of  the  plaintiff,  or  a 
reserve  therefor;  and  in  failing  to  hold  that  that 
amount  was  not  allowable  as  a  reserve  within  the 
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terms  of  Section  204(b)(5)  of  the  Internal  Revenue 
Code. 

6.  In  failing  to  hold  that  the  Commissioner  of 
Internal  Revenue  did  not  err  in  including  the  afore- 
said amoimt  of  $18,614.60  in  plaintiff's  taxable  gross 
income  for  the  calendar  year  1945. 

7.  In  failing  to  render  judgment  against  the 
plaintiff  and  in  favor  of  the  defendant,  and  in  fail- 
ing to  dismiss  the  action. 

/s/  HENRY  L.  HESS, 
United  States  Attorney,  Attorney  for  Defendant- 
Appellant. 

United  States  of  America, 
District  of  Oregon — ss. 

I,  Victor  E.  Harr,  Assistant  United  States  Attor- 
ney for  the  District  of  Oregon,  hereby  certify  that 
I  have  made  service  upon  the  plaintiff  of  the  fore- 
going Statement  of  Points  to  Be  Relied  On  by 
Defendant-Appellant  on  Appeal  by  depositing  in 
the  U.  S.  Post  Office  at  Portland,  Oregon,  on  the 
13th  day  of  April,  1951,  a  duly  certified  copy 
thereof,  enclosed  in  an  envelope,  with  postage 
thereon  prepaid,  addressed  to  Mr.  Will  H.  Masters, 
Attorney  at  Law,  Yeon  Building,  Portland  4,  Ore- 
gon, attorney  of  record  for  plaintiff. 

/■/  VICTOR  E.  HARR, 

Assistant  United  States 
Attorney. 

[Endorsed] :     Filed  April  16,  1951. 
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[Title  of  Court  of  Appeals  and  Cause.] 

NOTICE  AS  TO  STATEMENT  OF  POINTS 
TO  BE  RELIED  UPON  BY  APPELLANT 
AND  AS  TO  PARTS  OF  RECORD  TO  BE 
PRINTED 

Pursuant  to  Rule  19(6)  of  the  Rules  of  Practice 
of  the  United  States  Court  of  Appeals  for  the  Ninth 
Circuit,  notice  is  hereby  given  by  the  United  States 
of  America,  appellant  on  review  herein,  as  follows: 

1.  The  United  States  hereby  adopts,  as  the 
Statement  of  Points  upon  which  it  intends  to  rely 
in  the  present  appeal,  the  Statement  of  Points  here- 
tofore filed  with  the  United  States  District  Court 
for  the  District  of  Oregon,  and  included  in  the  cer- 
tified typewritten  transcript  of  record  filed  in  this 
Court  in  this  case; 

2.  The  United  States  hereby  designates  for 
printing  the  following  parts  of  the  record  filed  in 
this  Court  in  this  cause: 

a.  Complaint. 

b.  Defendant's  Answer  to  Complaint. 

c.  District  Court's  pre-trial  order. 

d.  Plaintiff's  pre-trial  exhibits  numbered  1, 
4,  6  and  8. 

e.  District  Court's  findings  of  fact  and  con- 
clusions of  law. 

f.  Judgment  order. 

g.  Notice  of  appeal. 

h.     Motion  asking  District  Court  for  exten- 
sion of  time  to  file  record  on  appeal. 
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i.  Order  of  District  Court  entered  February 
13,  1951,  granting  90-day  extension  of  time  to 
file  record  on  appeal. 

j.  Statement  of  Points  to  be  relied  upon  by 
appellant,  filed  with  District  Court. 

k.     Docket  entries. 

1.  Notice  as  to  Statement  of  Points,  etc., 
filed  by  appellant  with  this  Court;  and 

m.     This  notice  and  designation. 

/s/  THERON  L.  CAUDLE, 

Assistant  Attorney  General, 
Counsel  for  Appellant. 

[Endorsed] :     Filed  April  23,  1951. 
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the  meaning  of  Section  204  (b)  (5)  of  the  Internal 
Revenue  Code  9 

A.  Congress,  in  enacting  Section  246  (b)  (5)  of 
the  Revenue  Act  of  1921,  and  the  correspond- 
ing provisions  of  subsequent  Revenue  Acts  in- 
cluding Section  204  (b)(5)  of  the  Internal 
Revenue  Code,  intended  the  words  "unearned 
premiums"  to  be  given  their  usual  and  ordi- 
nary meaning  as  known  and  understood  in 
the  business  of  insurance 12 

B.  Congress,  in  enacting  Section  204  (b)  (5)  of 
the  Internal  Revenue  Code,  made  no  provi- 
sion in  the  case  of  an  insurance  company,  other 
than  life  or  mutual,  for  the  deduction  of  any 
reserve  whatever  26 
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2 
OPINION  BELOW 

The  District  Court  did  not  write  any  formal  opinion  but 
made  special  findings  of  fact  and  conclusions  of  law  which 
are  not  officially  reported.  These  findings  of  fact  and  con- 
clusions of  law  will  be  found  in  the  record  (pp.  25-30). 

JURISDICTION 

This  appeal  involves  federal  income  tax  for  the  year 
1945  in  the  amount  of  $18,805.19,  plus  interest.  The  tax  in 
controversy  was  a  deficiency  determined  by  the  Commis- 
sioner of  Internal  Revenue  after  audit  of  the  taxpayer's  in- 
come tax  return  for  the  calendar  year  1945  in  the  amount 
of  $15,979.27,  which  deficiency  was  duly  paid  with  accrued 
interest  of  $2,825.92  on  March  24,  1949,  to  J.  W.  Maloney, 
then  Collector  of  Internal  Revenue  for  the  District  of  Ore- 
gon, which  Collector  is  no  longer  in  office.  (R.  27-28.)  Tax- 
payer filed  a  claim  for  refund  of  the  tax  involved  in  this 
controversy  on  or  about  June  20,  1949.  (R.  28.)  The  Com- 
missioner of  Internal  Revenue  has  not  acted  on  taxpayer's 
claim  for  refund  and  at  the  time  this  action  was  instituted 
in  the  District  Court  more  than  six  months  had  elapsed  since 
the  filing  of  taxpayer's  claim  for  refund.  (R.  28.) 

Within  the  time  provided  in  Section  3772  of  the  Internal 
Revenue  Code  and  on  March  1,  1950,  the  taxpayer  filed  a 
complaint  in  United  States  District  Court  for  the  District 
of  Oregon  for  the  recovery  of  the  tax  paid  involved  in  this 


controversy.  (R.  3,  12,  34.)  Jurisdiction  was  conferred  on 
the  District  Court  by  28  U.  S.  C,  Section  1346  (a)(1). 
Judgment  was  entered  for  the  taxpayer  on  November  17, 

1950.  (R.  30-31.)    Within  sixty  days  and  on  January  11, 

1951,  a  notice  of  appeal  was  filed.  (R.  31-32.)  The  juris- 
diction of  this  Court  is  necessarily  invoked  under  28  U.  S.  C, 
Section  1291. 

QUESTION  PRESENTED 

Whether  the  District  Court  erred  in  allowing  the  tax- 
payer, a  title  insurance  company,  an  exclusion  from  its  gross 
underwriting  income  for  the  taxable  year  1945  under  Sec- 
tion 204  (b)  (5 )  of  the  Internal  Revenue  Code  in  the  amount 
of  $18,614.63,  representing  3%  of  the  total  title  insurance 
premiums  received  by  taxpayer  on  account  of  title  insurance 
contracts  written  by  it  during  the  four  calendar  years  1942 
to  1945,  inclusive. 

STATUTES  AND  REGULATIONS  INVOLVED 

The  pertinent  statutes  and  regulations  involved  will  be 
found  in  the  Appendix,  infra,  pp. 

STATEMENT 

The  undisputed  facts  as  found  by  the  District  Court  (R. 
25-28)  and  as  set  forth  in  the  pleadings  (R.  3-15)  may  be 
briefly  summarized  as  follows: 


Taxpayer  is  a  domestic  corporation  and  a  citizen  of  the 
United  States  residing  at  Portland,  Oregon.  (R.  25.)  At  all 
the  times  herein  involved,  the  taxpayer  was  carrying  on  the 
business  of  insuring  titles  to  real  property  for  compensation 
in  the  business  commonly  known  as  a  title  insurance  busi- 
ness, and  was  subject  to  the  Insurance  Code  of  the  State  of 
Oregon,  being  7  Oregon  Compiled  Laws  Annotated  (1940 
ed.),  Sections  101-101  through  101-1803.  (R.  4,  13.) 

During  the  year  1945,  the  Insurance  Commissioner  of 
the  State  of  Oregon,  through  his  duly  appointed  agents,  ex- 
amined taxpayer's  books  and  on  January  12,  1946,  ordered 
it  under  and  by  virtue  of  Sections  101-136  and  101-137, 
Oregon  Compiled  Laws  Annotated,  to  establish,  segregate 
and  maintain  an  unearned  premium  of  reinsurance  reserve 
which  shall  at  all  times  and  for  all  purposes  constitute  un- 
earned portions  of  the  premiums  and  shall  be  charged  as  a 
reserve  liability  of  the  corporation  in  its  statement.  The  In- 
surance Commissioner  ordered  that  such  reserves  shall  be 
accrued  and  consist,  as  at  December  31,  1945,  for  the  years 
1942,  1943,  1944  and  1945,  of  an  amount  equal  to  3%  of 
the  total  gross  fees  and  premiums  received  or  to  be  received 
by  taxpayer  on  account  of  policies  issued  during  those  cal- 
endar years,  and  thereafter  monthly  at  the  close  of  each 
month,  beginning  Janaury,  1946,  3%  of  the  total  gross  fees 
and  premiums  received  or  to  be  received  on  account  of 
policies  written  during  the  preceding  calendar  month,  and 
after  the  expiration  of  180  months  from  January  1,  1942, 


that  portion  of  the  unearned  premiums  or  reinsurance  re- 
serves established  more  than  180  months  prior  shall  be  re- 
leased and  shall  no  longer  constitute  part  of  the  unearned 
premium  or  reinsurance  reserve  and  may  be  used  for  any 
corporate  purpose.  (R.  26-27.)  Accordingly,  taxpayer  set 
upon  its  books,  as  aforementioned,  on  December  31,  1945, 
a  reserve  for  purported  unearned  premiums  as  follows:  3% 
of  1942  premiums,  $2,780.17;  3%  of  1943  premiums,  $3,- 
885.46;  3%  of  1944  premiums,  $4,829.59;  3%  of  1945 
premiums,  $7,119.41.   Total  reserves,  $18,614.63.  (R.  28.) 

On  or  about  November  22,  1948,  the  Commissioner  of 
Internal  Revenue  determined  that  the  exclusion  shown  in 
taxpayer's  income  tax  return  for  the  calendar  year  1945  of 
the  $18,614.63,  aforementioned,  as  a  reserve  set  up  by  tax- 
payer on  its  books  as  of  December  31,  1945,  was  improper 
and  excluded  the  amount  of  the  reserve  in  determining  the 
taxpayer's  tax  liability  for  the  calendar  year  1945.  The 
Commissioner  recomputed  the  taxpayer's  income  tax  lia- 
bility for  the  year  1945  on  the  basis  of  the  adjustment,  afore- 
mentioned, and  determined  a  deficiency  in  income  tax  for 
that  year  in  the  amount  of  $15,979.27,  which  deficiency  in 
tax  was  duly  assessed  and  was  paid  with  accrued  interest 
of  $2,825.92  on  March  24,  1949,  to  J.  W.  Maloney  who  was 
then  Collector  of  Internal  Revenue.   (R.  27-28.) 

On  or  about  June  20,  1949,  taxpayer  filed  a  claim  for 
refund  of  the  deficiency  in  income  tax  collected  from  it  for 


the  calendar  year  1945,  together  with  the  interest  assessed 
thereon,  on  the  ground  that  the  reserve  which  it  was  re- 
quired to  set  up  in  accordance  with  the  directive  of  the  In- 
surance Commissioner  of  Oregon  was  legally  set  up  by  the 
State  of  Oregon  and  was  taken  away  from  the  jurisdictional 
authority  of  the  board  of  directors  of  the  taxpayer  and, 
therefore,  was  not  available  to  it  as  surplus  or  for  the  pay- 
ment of  dividends  to  its  stockholders.  (R.  28.)  At  the  time 
the  suit  was  instituted  in  the  District  Court,  more  than  six 
months  had  elapsed  since  the  filing  of  the  taxpayer's  claim 
for  refund  upon  which  that  suit  was  predicated.  (R.  28.) 


STATEMENT  OF  POINTS  TO  BE  URGED 

In  the  present  appeal,  the  United  States  urges  and  relies 
upon  all  of  the  points  originally  stated  by  it  (R.  52-54)  and 
subsequently  adopted  by  it  in  this  Court  (R.  55)  as  the 
points  upon  which  it  intends  to  rely.  For  present  purposes, 
they  may  be  briefly  summarized  as  follows: 

1.  The  District  Court  erred  in  concluding  that  the  In- 
surance Commissioner  of  Oregon  had  authority  under  the 
laws  of  Oregon  to  order  the  taxpayer  to  set  up  on  its  books 
as  of  December  31,  1945,  the  reserve  in  question,  in  the 
amount  of  $18,614.63,  as  a  purported  reserve  for  "unearned 
premiums",  computed  upon  the  taxpayer's  premiums  for  the 
years  1942  to  1945,  inclusive. 


2.  The  District  Court  erred  in  concluding  that  the 
amount  of  the  reserve  in  question  was  an  allowable  reserve 
under  Section  204  (b)  (5  )  of  the  Internal  Revenue  Code. 

3.  The  District  Court  erred  in  concluding  that  the  Com- 
missioner of  Internal  Revenue  was  in  error  in  restoring  the 
amount  of  the  reserve  in  question  to  the  taxpayer's  gross  in- 
come for  the  year  1945,  in  determining  the  taxpayer's  tax 
liability  for  that  year. 

4.  The  District  Court  erred  in  failing  to  hold  that  the 
amount  of  $18,614.63  computed  by  the  taxpayer  in  accord- 
ance with  the  directive  of  the  Insurance  Commissioner  of 
Oregon  did  not  constitute  "unearned  premiums"  and  was 
not  allowable  as  a  reserve  under  Section  204  (b)  (5)  of  the 
Internal  Revenue  Code. 

SUMMARY  OF  ARGUMENT 

Congress  intended  the  words  "unearned  premiums",  as 
used  in  Section  204  (b)  (5)  of  the  Internal  Revenue  Code, 
to  be  given  their  usual  and  ordinary  meaning  as  known  and 
understood  in  the  business  of  insurance— namely,  that  por- 
tion of  the  premium  received  which  the  company  had  not 
had  time  to  earn  during  the  taxable  year.  The  taxpayer's 
reserve,  which  it  was  required  to  set  up  by  the  directive  of 
the  Insurance  Commissioner  of  the  State  of  Oregon,  did  not 
constitute  "unearned  premiums"  within  the  meaning  of 
Section  204  (b)  (5)  of  the  Internal  Revenue  Code. 
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The  title  insurance  policies  issued  by  the  taxpayer  dur- 
ing the  calendar  years  involved  do  not  contain  any  require- 
ment or  provision  for  the  return  to  the  policyholder  of  any 
portion  of  the  premium  collected.  The  applicable  provisions 
of  the  Insurance  Code  of  Oregon,  upon  which  the  Insurance 
Commissioner  acted,  do  not  define  "unearned  premiums" 
in  the  case  of  title  insurance  companies;  and  do  not  require 
the  taxpayer  to  maintain  a  "reserve"  for  unearned  premiums. 
The  Oregon  Insurance  Code  merely  provides  that  in  ascer- 
taining the  condition  of  an  insurance  company  and  in  ascer- 
taining its  liabilities  there  shall  be  charged,  among  other 
things,  a  sum  equal  to  the  total  unearned  premiums  on 
policies  in  force  computed  on  a  pro  rata  basis,  and  such  an 
amount  as  may  be  found  necessary  as  a  reserve  to  provide 
for  the  future  payment  of  deferred  and  undetermined  claims 
for  losses  and  promised  benefits.  In  the  case  of  title  insur- 
ance, the  entire  premium  is  earned  when  the  policy  is  issued. 
Accordingly,  to  the  extent  that  the  Insurance  Commis- 
sioner's directive  purported  to  impose  the  burden  of  main- 
taining an  unearned  premium  reserve  upon  this  taxpayer, 
it  clearly  transcended  the  power  which  the  Oregon  legis- 
lature delegated  to  him.  Moreover,  it  was  beyond  the  power 
of  the  Insurance  Commissioner  after  the  close  of  the  calendar 
year  1945  to  convert  retroactively  any  portion  of  premiums 
previously  fully  earned  by  the  taxpayer  into  unearned 
premiums  held  by  it  at  the  beginning  and  end  of  each  of 
the  calendar  years  1942  to  1945,  inclusive. 
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ARGUMENT 

The  taxpayer  was  not  entitled  to  a  deduction  under  Section 
204  (b)  (5)  of  the  Internal  Revenue  Code  for  the  reserve 
required  to  be  maintained  by  the  directive  of  the  Insurance 
Commissioner  of  Oregon  purportedly  as  a  reserve  for  "un- 
earned premiums". 

We  are  dealing  in  this  case  with  a  title  insurance  cor- 
poration organized  under  the  laws  of  the  State  of  Oregon 
which  has,  since  its  formation,  been  engaged  in  the  business 
of  insuring  the  owners  of  real  estate,  or  those  having  interest 
in  real  estate  by  mortgage,  or  otherwise,  from  loss  by  reason 
of  defective  titles,  liens  or  incumbrances. 

It  is  no  longer  open  to  question  that  companies  guaran- 
teeing land  titles  for  a  consideration  are  taxable  as  insurance 
companies.  United  States  v.  Home  Title  Co.,  285  U.  S.  191. 
The  taxpayer  in  the  case  at  bar  for  the  calendar  years  1942, 
1943,  1944  and  1945  was  taxable  for  federal  income  tax 
purposes  under  the  provisions  of  Section  204  of  the  Internal 
Revenue  Code  (Appendix,  infra)  as  an  insurance  company, 
other  than  life  or  mutual. 

The  controversy  in  this  case  involves  the  construction  of 
Section  204  of  the  Internal  Revenue  Code.  That  section  of 
the  Code  was  derived  from  Section  246  of  the  Revenue  Act 
of  1921,  c.  136,  42  Stat.  227.  The  section  was  re-enacted, 
without  material  change,  in  each  of  the  subsequent  Revenue 
Acts  to  and  including  the  Revenue  Act  of  1938,  and  on 
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February  10,  1939,  was  incorporated  into  the  Internal  Rev- 
enue Code. 

The  general  scheme  of  Section  204  of  the  Code  is  to 
divide  the  income  of  insurance  companies  subject  to  tax 
thereunder  into  three  groups,  namely,  the  investment  in- 
come, underwriting  income,  and  all  other  income.  Only 
the  taxpayer's  underwriting  income  is  involved  in  this  case, 
and  the  particular  problems  in  controversy  relate  to  the 
computation  of  "premiums  earned."  Paragraph  (4)  of  sub- 
section (b)  of  Section  204  defines  "underwriting  income" 
as  the  "premiums  earned"  less  "losses  incurred"  and  "ex- 
penses incurred."  Paragraph  (5)  defines  "premiums 
earned"  as  "an  amount  computed  as  follows": 

"From  the  amount  of  gross  premiums  written  on 
insurance  contracts  during  the  taxable  year,  deduct  re- 
turn premiums  and  premiums  paid  for  reinsurance.  To 
the  result  so  obtained  add  unearned  premiums  on  out- 
standing business  at  the  end  of  the  preceding  taxable 
year  and  deduct  unearned  premiums  on  outstanding 
business  at  the  end  of  the  taxable  year.  *  *  *" 

Thus,  in  order  to  compute  "premiums  earned"  during 
the  taxable  year,  it  is  necessary  to  reflect  the  net  changes 
during  the  year  in  the  amount  of  "unearned  premiums." 
The  particular  issue  in  controversy  in  this  case  is  as  to 
whether  the  reserve  in  question  constituted  "unearned 
premiums"  at  all,  so  as  to  permit  the  increase  therein  during 
the  taxable  year — i.e.,  the  entire  amount  of  $18,614.63,  in- 
asmuch as  there  was  no  such  reserve  at  the  beginning  of  the 
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year — to  be  used  to  reduce  "premiums  earned"  during  the 
taxable  year. 

The  controversy  also  involves  the  construction,  validity, 
and  enforceability  of  the  so-called  directive  contained  in  a 
letter  dated  January  12,  1946,  addressed  to  this  taxpayer  by 
the  Insurance  Commissioner  of  Oregon.  The  pertinent  pro- 
visions of  this  so-called  directive  read  as  follows  (R.  38-39, 
Pre-Trial  Ex.  1): 

"1.  The  Pacific  Abstract  Title  Company  shall  es- 
tablish, segregate  and  maintain  an  unearned  premium 
or  reinsurance  reserve  as  hereafter  provided,  which 
shall  at  all  times  and  for  all  purposes  be  deemed  and 
shall  constitute  unearned  portions  of  the  premiums  and 
shall  be  charged  as  a  reserve  liability  of  your  corpora- 
tion in  your  statements;  such  reserve  shall  be  cumulative 
and  shall  be  established  and  shall  consist  of  the  follow- 
ing: 

(a)  As  at  December  31,  1945  or  within  a  period 
of  three  years  thereafter  an  amount  equal  to  3%  of  the 
total  gross  fees  and  premiums  received  or  to  be  received 
on  account  of  policies  issued  during  the  four  calendar 
years— 1942,  1943,  1944  and  1945;  and 

(b)  Monthly  at  the  close  of  each  month  beginning 
January,  1946,  3%  of  the  total  gross  fees  and  premiums 
received  or  to  be  received  on  account  of  policies  written 
during  the  preceding  calendar  month; 

(c)  After  the  expiration  of  180  months  from  Jan- 
uary 1,  1942,  that  portion  of  the  unearned  premium  or 
reinsurance  reserve  established  more  than  180  months 
prior  shall  be  released  and  shall  no  longer  constitute 
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part  of  the  unearned  premium  or  reinsurance  reserve 
and  may  be  used  for  any  corporate  purposes.  (R.  37-40, 
Pre-TrialEx.  1.)" 

There  is  involved  here  the  effectuality  of  the  Insurance 
Commissioner's  directive  in  respect  to  the  determination  of 
this  taxpayer's  taxable  income  from  insurance  business  for 
the  taxable  year  1945  under  Section  204  of  the  Internal 
Revenue  Code. 

We  are  also  concerned  here  with  the  interpretation  and 
extent  of  the  delegated  powers  conferred  upon  the  Oregon 
Insurance  Commissioner  by  the  Oregon  Insurance  Code. 
(7  Oregon  Compiled  Laws  Annotated,  Sections  101-105, 
101-136,  101-137  and  101-138  (Appendix,  infra)). 

1.  Congress,  in  enacting  Section  246  (b)(5)  of  the 
Revenue  Act  of  1921,  and  the  corresponding  provisions  of 
subsequent  Revenue  Acts  including  Section  204  (b)  (5)  of 
the  Internal  Revenue  Code,  intended  the  words  "unearned 
premiums"  to  be  given  their  usual  and  ordinary  meaning 
as  known  and  understood  in  the  business  of  insurance.  In 
DeGanay  v.  Lederer,  250  U.S.  376,  381,  it  is  said: 

"Unless  the  contrary  appears,  statutory  words  are 
presumed  to  be  used  in  their  ordinary  and  usual  sense, 
and  with  the  meaning  commonly  attributable  to  them." 

There  is  nothing  in  the  section  here  under  consideration 
to  show  that  Congress  used  the  words  "unearned  premiums" 
in  other  than  their  usual  and  ordinary  sense  as  known  and 
understood  in  the  business  of  insurance. 
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The  word  "premium"  as  applied  to  insurance  contracts 
has  been  defined  as  "the  price  or  amount  paid  for  insurance" 
(Funk  &  Wagnall's  Standard  Dictionary),  or  as  "the  con- 
sideration paid  for  a  contract  of  insurance"  (Bouvier's  Law 
Dictionary)  ;  while  the  word  "unearned"  is  defined  in  Web- 
ster's New  International  Dictionary  (1933)  to  mean  "not 
earned;  not  gained  by  labor  or  service." 

A  good  statement  of  the  meaning  of  "unearned  pre- 
miums" was  made  in  Aetna  Ins.  Co.  v.  Hyde,  315  Mo.  113, 
133,  where  the  words  were  held  to  mean  that  portion  of 
the  premium  paid  by  the  policyholder  which  must  be  re- 
turned on  cancellation  of  the  policy,  and  which  is  in  direct 
proportion  to  the  unexpired  time  which  the  policy  is  to  run. 
The  court  said  (p.  133): 

"They  are  paid  in  advance  for  service  to  be  there- 
after rendered.  That  is,  it  is  what  a  company  must  re- 
pay when  it  cancels  a  policy."   (Italics  supplied.) 

Solomon  S.  Huebner,  Ph.D.,  professor  of  insurance  and 
commerce,  University  of  Pennsylvania,  in  his  work,  Prop- 
erty Insurance,  c.  XIV,  pp.  153-154,  puts  it  this  way: 

"Thus  let  us  suppose  that  a  company  issues  an 
annual  policy  for  a  premium  of  $120.  This  premium 
is  payable  in  advance,  and  since  the  policy  has  a  year 
to  run,  it  is  clear  that  the  company  has  not  yet  earned 
this  sum,  but  will  become  entitled  to  it  only  in  the 
proportion  that  the  policy  reaches  its  maturity.  At  the 
end  of  the  first  month  one-twelfth  of  the  term  has 
elapsed,  and  the  company  can  rightfully  consider  that 
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part  of  the  premium,  or  $10,  as  earned.  Eleven-twelfths 
of  the  premium,  however,  or  $110,  must  be  considered 
unearned,  since  the  company  has  not  yet  furnished  pro- 
tection for  the  eleven  months  remaining  in  the  term. 
At  the  end  of  six  months  one-half  of  the  premium,  or 
$60,  is  earned,  and  the  other  half  unearned.  It  is  not 
until  the  end  of  the  twelfth  month  that  the  company 
has  furnished  the  full  year's  insurance,  and  is,  there- 
fore, entitled  to  the  full  premium. 

This  unearned  portion  of  the  premium  constitutes 
the  reserve.  It  must  be  regarded  as  a  sum  held  in  trust 
by  the  company  for  its  policyholders.  Although  paid 
to  it  in  advance,  the  company  cannot  claim  this  sum  as 
its  own  property.  It  belongs  to  the  policyholders,  and 
must  be  earned  by  the  company  before  it  can  be  used 
for  its  own  purposes.  The  reinsurance  reserve  may  thus 
be  defined  as  'the  unearned  premium';  or  as  the  lia- 
bility of  the  company  to  its  policyholders  for  that  por- 
tion of  the  premium  already  collected,  but  not  yet 
earned.1" 

That  the  words  "unearned  premiums"  in  insurance  and 
actuarial  circles  had  a  well-known  and  commonly  under- 
stood meaning  when  Congress  enacted  the  Revenue  Act  of 
1921  will  not,  it  is  believed,  be  disputed.  These  words 
were  generally  known  and  understood  to  mean  that  portion 
of  the  premium  paid  for  the  unexpired  portion  of  the  term, 
which  the  company  had  not  yet  had  time  to  earn. 


1  While  Professor  Huebner  was  here  discussing  the 
unearned  premium  of  a  fire  insurance  company,  the  same 
principles  apply  to  all  casualty  insurance,  including  accident 
and  health  insurance. 
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In  speaking  of  "This  unearned  portion  of  the  premium", 
Professor  Huebner  remarked: 

"It  belongs  to  the  policyholders,  and  must  be  earned 
by  the  company  before  it  can  be  used  for  its  own  pur- 
poses." 

Clearly,  the  converse  must  be  true.  If  any  portion  of  the 
"premium"  does  not  belong  to  the  policyholder,  then  it  must 
belong  to  the  company. 

An  inspection  of  the  form  of  title  insurance  policies 
issued  by  the  taxpayer  during  the  period  here  involved  (R. 
45-51,  Pre-Trial  Ex.  8)  will  disclose  that  this  policy  did 
not  contain  any  requirement  or  provision  for  the  return  to 
the  policyholder  of  any  portion  of  the  premium  collected. 
So,  we  submit  that  no  portion  of  the  taxpayer's  premiums 
written  on  insurance  contracts  during  the  period  involved 
in  this  law  suit  could  be  "unearned"  as  the  insured  was  not 
entitled  to  any  return  of  the  premiums  so  collected.  Since, 
in  the  case  at  bar,  a  policyholder  has  no  claim  against  the 
taxpayer  for  the  return  of  any  portion  of  his  premium  qua 
premium,  it  seems  clear  that  the  premium,  when  paid,  must 
belong  to  the  insurance  company,  and  hence,  is  fully  earned 
when  paid. 

The  position  of  the  court  below  is  erroneously  based  on 
the  fallacious  premise  that  the  so-called  directive  of  the  In- 
surance Commissioner  of  Oregon  effectually  and  retroac- 
tively converted  into  "unearned  premiums"  in  1945  portions 
of  the  premiums  previously  collected  and  actually  earned 
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by  the  taxpayer  during  the  years  1942  and  1944,  inclusive, 
as  well  as  portions  of  those  collected  and  earned  by  it  during 
the  calendar  year  1945. 

The  provisions  of  Section  204  (b)  (5)  of  the  Internal 
Revenue  Code  which  in  effect  require  the  division  of  pre- 
miums charged  by  insurance  companies  into  earned  and  un- 
earned premiums  are  not  applicable  to  title  companies  whose 
premiums  are  earned  in  full  at  the  time  their  policies  are 
issued.  Earnings  of  title  companies  are  returnable  for  in- 
come tax  purposes  in  the  year  the  charge  for  their  services 
is  made,  if,  like  the  taxpayer  here,  they  keep  their  books 
and  make  their  income  tax  returns  on  the  accrual  basis  of 
accounting.  American  Title  Co.  v.  Commissioner,  16  F.  2d 
332  (C.A.  3d),  affirming  29  B.T.A.  479;  North  American 
Reassurance  Co.  v.  Commissioner,  29  B.T.A.  683;  Commis- 
sioner v.  Dallas  Title  &  Guar.  Co.,  119  F.  2d  211  (C.A.  5th)  ; 
City  Title  Ins.  Co.  v.  Commissioner,  152  F.  2d  859  (C.A. 
2d).  Cf.  Massachusetts  Protective  Ass'n  v.  United  States, 
114  F.  2d  304  (C.A.  1st). 

In  Massachusetts  Protective  Ass'n  v.  United  States,  supra, 
the  Court  of  Appeals  called  attention  to  the  difference  be- 
tween the  nature  of  the  business  conducted  by  certain  kinds 
of  insurance  companies,  other  than  life  or  mutual,  based  on 
the  character  and  length  of  the  risks  against  which  the  policy- 
holder was  insured.  See,  for  example,  the  following  ex- 
cerpt from  the  court's  opinion  in  the  case  (p.  312) : 
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"Whether  a  premium  is  considered  earned  or  un- 
earned depends  upon  the  nature  of  the  risk  and  policy 
involved.  American  Title  Co.  v.  Commissioner,  1933, 
29  B.T.A.  479,  affirmed  3  Cir.,  1935,  76  F.  2d  332. 
Fire  and  ordinary  casualty  insurance  premiums  become 
fully  earned  as  soon  as  the  period  for  which  the  pre- 
mium was  paid  has  expired,  for  the  risk  expires  at  the 
same  time;  but  a  title  insurance  premium  is  fully  earned 
the  moment  it  is  paid  although  the  risk  continues  in- 
definitely. American  Title  Co.  v.  Commissioner,  supra. 
See  Mass.  Gen.  Laws  (Ter.  Ed.  1932)  c.  175,  Sec.  10; 
Huebner,  Property  Insurance  (1927)  355." 

Again,  in  American  Title  Co.  v.  Commissioner,  the 
Board  of  Tax  Appeals  said  (p.  481)  : 

"Unlike  other  insurance,  such  as  life,  fire,  etc., 
which  protect  the  insured  against  future  events,  title 
insurance  merely  guarantees  against  a  future  disclosure 
of  unfavorable  circumstances  existing  at  the  time  of 
the  deed." 

In  view  of  the  inherent  nature  of  the  risk  against  which 
title  companies  insure  their  policyholders,  it  is  not  possible 
to  allocate  a  part  of  the  premium  charged  for  a  policy  to 
"unearned  premiums"  and  set  it  up  in  a  so-called  unearned 
premium  reserve  upon  any  basis  of  fact.  Cf.  Commissioner 
v.  Dallas  Title  &  Guar.  Co.,  supra. 

Under  Section  204  of  the  Internal  Revenue  Code,  the 
total  of  the  taxpayer's  gross  fees  involved  represents  income 
which  was  fully  earned  and  accrued  during  the  year  1945. 
See  Section  204  (b)  (1)  which  defines  gross  income.  And, 


18 

of  course,  it  is  needless  to  reiterate  that  all  gross  fees  charged 
by  the  taxpayer  in  1942,  1943,  1944  and  1945  were  fully 
earned  at  the  time  it  (1)  performed  the  service,  or  (2) 
assumed  the  risks  for  which  it  billed  its  policyholders. 
American  Title  Co.  v.  Commissioner,  76  F.  2d  332  (C.A. 
3d),  affirming  29  B.T.A.  479. 

2.  Sections  101-136,  101-137,  and  101-138  of  the  Ore- 
gon Compiled  Laws  Annotated,  which  relate  to  insurance 
laws  generally,  frequently  called  the  Oregon  Insurance 
Code,  do  not  require  the  taxpayer  to  maintain  a  "reserve" 
for  unearned  premiums.  The  applicable  provisions  of  that 
insurance  code,  upon  which  the  Insurance  Commissioner  of 
Oregon  acted,  do  not  define  "unearned  premiums"  in  the 
case  of  title  insurance  companies.  That  insurance  code 
merely  provides  that  in  ascertaining  the  condition  of  an  in- 
surance company  and  in  ascertaining  its  liabilities  there 
shall  be  charged,  among  other  things,  a  sum  equal  to  the 
total  unearned  premiums  on  policies  in  force  computed  on 
a  pro  rata  basis,  and  such  an  amount  as  may  be  found  neces- 
sary as  a  reserve  to  provide  for  the  future  payment  of  de- 
ferred and  undetermined  claims  for  losses  and  promised 
benefits.  Accordingly,  we  submit  that,  to  the  extent  that  the 
Insurance  Commissioner's  directive  purported  to  impose  the 
burden  upon  this  taxpayer,  a  title  insurance  company,  of 
maintaining  an  unearned  premium  reserve,  that  directive 
clearly  transcended  the  power  which  the  Oregon  Legislature 
delegated  to  him. 
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Avoiding  the  temptation  to  apply  technical  tests  for  con- 
struing statutes  to  the  language  the  lawmakers  employed  in 
framing  Sections  101-136,  101-137  and  101-138  of  the  Ore- 
gon Insurance  Code,  and  applying  to  it  merely  the  usual 
and  ordinary  meaning  of  the  language  used,  it  seems  to  be 
reasonably  clear  that  the  only  authority  the  State  of  Oregon 
delegated  to  its  Insurance  Commissioner  was :  ( 1 )  to  make 
examinations;  (2)  to  ascertain  the  assets  and  liabilities  of 
the  insurance  companies  according  to  standards  prescribed; 
and  (3)  with  the  assistance  of  the  courts  to  take  steps 
against  those  companies  which  the  Commissioner  ascer- 
tained to  be  insolvent  or  in  unsound  condition.  We  think 
the  employment  of  the  term  "unearned  premiums"  in  Sec- 
tion 101-137  is  not  indicative  of  any  principles  to  the  con- 
trary. 

The  directive  of  the  Oregon  Insurance  Commissioner 
which  was  issued  on  January  12,  1946,  after  this  taxpayer 
had  earned  its  premiums  with  respect  to  business  written 
during  the  calendar  years  1942,  1943,  1944  and  1945  pur- 
ported to  divest  this  taxpayer  of  a  part  of  those  premiums 
upon  the  supposititious  fiction  that  a  portion  of  the  pre- 
miums collected  belonged  to  the  policyholders  and  should 
be  held  in  trust  for  such  policyholders.  While  it  is  true  that 
Section  101-137  of  the  Oregon  Insurance  Code  provides 
that  in  determining  the  amount  of  "unearned  premiums", 
the  Insurance  Commissioner,  his  deputy  or  examiner  may 
formulate  such  rules  as  he  may  deem  proper  and  consistent 
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with  law  or  he  may  adopt  such  rules  as  are  used  in  other 
states  or  approved  by  the  National  Convention  of  Insurance 
Commissioners,  certainly  that  authority  did  not  confer  upon 
the  Insurance  Commissioner  the  power  to  convert  retroac- 
tively, after  the  close  of  the  calendar  year  1945,  any  part  of 
premiums  previously  fully  earned  by  the  taxpayer  into  un- 
earned premiums  held  by  it  at  the  beginning  and  end  of 
each  of  the  calendar  years  beginning  with  1942  through 
1945.  So,  we  maintain  that  the  Insurance  Commissioner's 
directive  of  January  12,  1946,  was  an  attempt  to  legislate 
and  not  merely  to  exercise  an  administrative  function  or 
discretion  which  the  Oregon  Insurance  Code  conferred  upon 
him,  and  therefore  is  void.  Sunshine  Dairy  v.  Peterson,  183 
Or.  305. 

In  that  case,  the  Sunshine  Dairy  questioned  the  authority 
of  the  Director  of  Agriculture  to  fix  minimum  wholesale 
and  retail  prices  for  milk  as  charged  by  producers,  dis- 
tributors, and  dealers,  etc.,  under  the  state  Milk  Control 
Act.  The  Act  conferred  very  broad  powers  upon  the  direc- 
tor, but  the  Supreme  Court  of  Oregon  held,  nevertheless, 
in  a  lengthy  opinion  which  reviewed  most  of  the  state  and 
federal  authorities,  that  the  directive  exceeded  the  authority 
of  the  director.  In  the  course  of  its  opinion,  the  court  re- 
ferred to  one  of  its  earlier  decisions  in  the  following  manner 
(p.  327): 

"In  the  more  recent  case  of  Layman  v.  State  Unem- 
ployment Compensation  Commission,  167  Or.  379,  117 
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P.  (2d)  974,  136  A.L.R.  1468,  the  court  said: 

'  'It  is  an  elementary  and  fundamental  principle, 
which  no  one  will  dispute,  that  a  commission,  created 
by  the  legislature  to  administer  a  statute,  is  wholly 
limited  in  its  powers  and  authority  by  the  law  of  its 
creation.  No  more  unwholesome  doctrine  could  be 
suggested  than  that  such  a  body  is  vested  with  discre- 
tion to  ignore  or  transgress  these  limitations  even  to 
accomplish  what  it  may  deem  to  be  laudable  ends. 
That  would  be  to  leave  room  for  that  "play  and 
action  of  purely  personal  and  arbitrary  power"  con- 
demned in  Yick  Wo  v.  Hopkins,  118  U.  S.  356,  6 
S.  Ct.  1064,  30  L.  Ed.  220,  226.  If  the  statute  as 
written  is  not  workable,  then  the  remedy  is  with  the 
legislature.  *  *  *'  " 

Cf.  Social  Security  Board  v.  Nierotko,  327  U.  S.  358, 
holding  that  where  Government  officials  interpret  a  statute 
so  as  to  make  it  apply  to  particular  circumstances  as  a  dele- 
gation of  legislative  power,  their  directives  must  have  a 
basis  in  law  and  must  be  within  the  authority  granted;  and 
Bartels  v.  Birmingham,  332  U.  S.  126,  which  holds  that  an 
interpretative  ruling  of  the  Commissioner  of  Internal  Rev- 
enue that  a  statement  in  a  contract  for  services  between  the 
operator  of  a  place  of  amusement  and  the  leader  of  a  band 
of  musicians,  that  the  former  is  the  employer  of  the  musicians 
and  their  leader,  and  shall  have  complete  control  of  the 
services  to  be  rendered  by  them,  makes  such  operator  liable 
as  the  employer  for  the  employment  tax  imposed  under  the 
Social  Security  Act,  exceeds  the  statutory  power  of  the  Com- 
missioner. 
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Section  101-137  of  the  Oregon  Insurance  Code  merely 
gives  the  Insurance  Commissioner  authority  to  determine 
the  amount  of  unearned  premiums  in  the  case  of  insurance 
companies  which,  unlike  title  insurance  companies,  do  have 
"unearned  premiums"  because  of  the  nature  of  their  busi- 
ness. As  to  those  companies  the  statute  leaves  it  to  the  In- 
surance Commissioner  to  determine  a  formula  upon  which 
to  calculate  the  portion  of  their  premiums  which  is  un- 
earned and  which  is  to  be  set  aside  as  a  reserve,  and  that  is 
not  an  improper  delegation  of  powers.  Cf.  Field  v.  Clark, 
143  U.  S.  646,  694.  See  also,  Van  Winkle  v.  Fred  Meyer, 
Inc.,  151  Ore.  455,  462. 

The  question  whether  there  has  been  an  improper  dele- 
gation of  legislative  power  to  an  administrative  official  or 
body  is  always  made  to  turn  on  whether  the  legislature  has 
fixed  a  proper  standard  for  their  guidance.  Cf.  State  v. 
Briggs,  45  Or.  366;  State  Ex  Rel.  v.  Malheur  County  Court, 
185  Or.  392,  422;  Pittsburgh  Glass  Co.  v.  Labor  Board,  313 
U.  S.  146;  American  Power  Co.  v.  S.  E.  C,  329  U.  S.  90. 

As  the  terms  "reserve"  or  "reserves",  including  "un- 
earned premium  reserve,"  have  a  well  established  meaning 
in  the  field  of  insurance,  (Maryland  Casualty  Co.  v.  United 
States,  251  U.  S.  342,  351),  the  Oregon  legislature  must  be 
deemed  to  have  used  those  terms  in  Section  101-137,  Oregon 
Compiled  Laws  Annotated,  in  their  established  technical 
sense,  and  that  left  no  room  for  the  Insurance  Commissioner 
to  declare  any  portion  of  the  premiums  of  title  companies 
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to  be  "unearned  premiums".  So,  when  the  Insurance  Com- 
missioner undertook  to  direct  this  taxpayer,  a  title  insur- 
ance company,  to  set  up  the  disputed  reserve,  we  submit 
that  he  exceeded  his  authority,  as  the  Social  Security  Board 
did  in  the  case  of  Social  Security  Board  v.  Nierotko,  327 
U.  S.  358,  in  that  the  Insurance  Commissioner  of  Oregon 
erroneously  ruled  that  a  portion  of  the  premiums  collected 
by  title  insurance  companies  was  unearned. 

The  intention  of  Congress  controls  on  the  question  of 
whether  the  federal  or  state  law  is  to  be  applied.  Helvering 
v.  Stuart,  317  U.  S.  154.  Manifestly,  the  mere  declaration 
that  a  thing  is  a  fact  when  the  evidence  which  must  be 
offered  in  its  support  discloses  the  contrary  to  be  the  case, 
is  not  binding  on  the  Commissioner  of  Internal  Revenue. 
Early  v.  Lawyers  Title  Ins.,  Corp.,  132  F.  2d  42  (C.A.  4th). 

The  text  of  the  Virginia  Statute  is  quoted  by  the  Court 
of  Appeals  in  the  Early  case  (p.  43)  and  reads  as  follows: 

"(e)  On  any  contract  of  title  insurance,  hereafter 
issued  by  a  domestic  title  insurance  company,  there 
shall  be  reserved  initially  a  sum  equal  to  ten  per  centum 
of  the  original  premium,  whether  or  not  the  risk  shall 
be  for  a  fixed  time.  If  for  a  fixed  time,  then  at  the  end 
of  each  year  for  the  first  five  years,  there  shall  be  a  re- 
duction in  the  sum  reserved  of  one  per  centum  of  the 
original  premium,  and  thereafter  at  the  end  of  each 
year  of  the  remainder  of  said  time  a  reduction  of  a  pro- 
rata portion  of  the  remaining  five  per  centum  thereof, 
except  that  if  the  risk  is  of  a  mortgagee,  trustee  in  a 
deed  of  trust  to  secure  debt,  or  creditor  secured  thereby, 
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no  reduction  shall  be  made  that  will  decrease  the  sum 
reserved  below  five  per  centum  of  the  original  pre- 
mium, until  the  expiration  of  the  time  of  the  risk.  If 
not  for  a  fixed  time,  then  a  risk  shall  be  deemed  to 
have  been  written,  if  of  an  owner  of  property,  or  any 
interest  therein,  for  twenty  years  from  the  date  of  the 
contract,  and  if  of  a  mortgagee,  trustees  in  a  deed  of 
trust  to  secure  debt,  or  creditor  secured  thereby,  for  a 
time  expiring  three  years  after  the  final  maturity  of 
the  debt  as  stated  in  the  mortgage  or  deed  of  trust,  or 
for  twenty  years  from  the  date  of  the  contract,  which- 
ever time  shall  be  longer.  On  any  contract  of  title  in- 
surance heretofore  issued,  a  reserve  shall  be  set  up  and 
hereafter  maintained,  in  such  sum  as  would  have  been 
required  if  the  above  requirements  had  existed  at  and 
after  the  date  of  the  contract.  Said  sums,  herein  re- 
quired to  be  reserved  for  unearned  premiums  on  con- 
tracts of  title  insurance  shall  at  all  times  and  for  all 
purposes  be  considered  and  constitute  unearned  por- 
tions of  the  original  premiums.  In  calculating  reserves, 
contracts  of  title  insurance  shall  be  assumed  to  be  dated 
in  the  middle  of  the  year  in  which  they  were  issued." 
(Italics  supplied.) 

In  the  course  of  its  opinion  in  the  Early  case,  the  Court 
of  Appeals  for  the  Fourth  Circuit  said:  (1 )  That  ordinarily 
a  premium  paid  for  title  insurance  is  to  be  treated  as  fully 
earned  when  received,  citing  American  Title  Co.  v.  Com- 
missioner, 16  F.  2d  332  (C.A.  3d) ,  affirming  29  B.T.A.  479, 
and  Huebner,  Property  Insurance,  c.  XXX,  p.  493,  and 
(2)  That  in  the  absence  of  a  statute  comparable  to  that  of 
Virginia,  it  would  feel  constrained  to  hold  that  no  part  of 
the  premiums  paid  by  the  taxpayer  could  be  treated  as  "un- 
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earned"  within  the  meaning  of  the  revenue  laws.  After 
stating  that  a  state  statute  could  not  be  given  the  effect  of 
withdrawing  from  taxation  what  is  in  fact  an  earned  pre- 
mium by  the  mere  device  of  calling  it  unearned,  the  court 
concluded  that  the  Virginia  statute  gave  to  the  amounts 
reserved  all  the  attributes  that  pertain  to  unearned  premiums, 
i.e.,  it  withdrew  them  from  the  power  of  the  company  to 
use  them  for  its  general  purposes  and  impressed  them  with 
a  trust  in  favor  of  contract  holders  until  the  risks  shall  have 
been  carried  for  the  period  that  the  statute  prescribed.  But 
there  is  no  provision  in  Sections  101-136  and  101-137  of 
the  Oregon  Insurance  Code  comparable  to  the  provisions 
of  the  Virginia  statute. 

Since  the  charges  the  instant  taxpayer  made  for  its 
services  during  the  years  1942,  1943,  1944  and  1945  were 
properly  accrued  as  income  during  each  of  those  years,  the 
fact  that  it  was  directed  on  January  12,  1946,  undoubtedly 
to  provide  greater  assurance  with  respect  to  its  future 
solvency  for  the  protection  of  its  policyholders,  would  not, 
and  could  not  alter  its  liability  for  federal  income  taxes  if 
they  were  correctly  determined  otherwise  on  an  annual 
basis.  Accordingly,  it  is  submitted  that  the  total  amount 
involved  represents  premiums  earned  (accrued)  and  not 
premiums  unearned  during  the  year  1945  under  Section 
204  (b)(5)  of  the  Internal  Revenue  Code.   Accordingly, 
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we  maintain  that  the  District  Court  erred  in  holding  that 
the  Commissioner  of  Internal  Revenue  improperly  restored 
the  amount  of  the  disputed  reserve  to  the  taxpayer's  taxable 
income  for  the  year  1945. 

3.  Congress,  in  enacting  Section  204  (b)(5)  of  the 
Internal  Revenue  Code,  made  no  provision  in  the  case  of  an 
insurance  company,  other  than  life  or  mutual,  for  the  de- 
duction of  any  reserve  whatever.  The  deductions  from  gross 
income  granted  by  Congress  to  insurance  companies,  other 
than  life  or  mutual,  by  the  Internal  Revenue  Code  are  listed 
in  detail  in  Section  204  (c)  (1)  to  (10),  inclusive.  There 
is  no  provision  therein  contained  for  the  deduction  by  such 
companies  of  an  insurance  reserve  of  any  kind. 

This  is  particularly  significant  since  in  the  preceding 
Section  201  of  the  Internal  Revenue  Code  (26  U.S.C.  1946 
ed.,  Sec.  201),  pertaining  to  life  insurance  companies,  as 
well  as  in  the  succeeding  Section  207  of  the  Internal  Revenue 
Code  (26  U.S.C.  1946  ed.,  Sec.  207),  pertaining  to  mutual 
insurance  companies,  other  than  life  and  marine,  there  are 
expressly  set  forth  provisions  for  the  deduction  of  reserve 
funds  required  by  law  in  the  case  of  those  companies.  The 
omission  was  deliberate.  Prior  to  the  enactment  of  the 
Revenue  Act  of  1921,  all  insurance  companies  were  per- 
mitted to  deduct  from  gross  income  "the  net  addition,  if 
any,  required  by  law  to  be  made  within  the  year  to  reserve 
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funds."2  That  deduction  was  eliminated  by  Congress,  how- 
ever, in  the  case  of  insurance  companies,  other  than  life  or 
mutual,  after  December  31,  1921,  by  Section  234  (a)  (10) 
of  the  Revenue  Act  of  1921,  providing  as  follows: 

"SEC.  234.  (a)  That  in  computing  the  net  income 
of  a  corporation  subject  to  the  tax  imposed  by  section 
230  there  shall  be  allowed  as  deductions: 
****** 

(10)  In  the  case  of  insurance  companies  (other 
than  life  insurance  companies) ,  in  addition  to  the  above 
(unless  otherwise  allowed)  :  (A)  The  net  addition  re- 
quired by  law  to  be  made  within  the  taxable  year  to 
reserve  funds  (including  in  the  case  of  assessment  in- 
surance companies  the  actual  deposit  of  sums  with  State 
or  Territorial  officers  pursuant  to  law  as  additions  to 
guarantee  or  reserve  funds) ;  and  (B)  The  sums  other 
than  dividends  paid  within  the  taxable  year  on  policy 
and  annuity  contracts.  After  December  31,  1921,  this 
subdivision  shall  apply  only  to  mutual  insurance  com- 
panies other  than  life  insurance  companies;  *  *  *" 

Nowhere  in  the  Internal  Revenue  Code,  as  already 
stated,  is  there  any  provision  for  the  deduction  of  any  re- 
serve in  the  case  of  companies  of  the  type  here  in  question. 
Accordingly,  we  maintain  that  the  deduction  claimed  by  the 


2  Corporation  Excise  Tax  Act  of  1909,  c.  6,  36  Stat.  11, 
113,  Section  38  (Second);  Income  Tax  Act  of  1913,  c.  16, 
38  Stat.  114,  172-173,  Section  IIG  (b)  (Second);  Revenue 
Act  of  1916,  c.  463,  39  Stat.  756,  767-768,  Section  12(a) 
(Second)  (c) ;  Revenue  Act  of  1918,  c.  18,  40  Stat.  1057, 
1077-1079,  Section  234(a)  (10). 
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taxpayer  should  have  been  denied  by  the  District  Court, 
even  though  the  amounts  which  it  was  required  by  the  rule 
of  the  Insurance  Commissioner  of  Oregon  to  segregate  and 
maintain  in  the  reserve  for  alleged  unearned  premiums  were 
wholly  set  aside  and  taken  away  from  the  jurisdiction  of  its 
board  of  directors  and  were  not  available  to  it  as  surplus 
for  the  payment  of  dividends  to  its  stockholders  during  that 
period.  Whether  this  reserve  required  by  rule  of  the  In- 
surance Commissioner  of  Oregon  purportedly  as  an  "un- 
earned premium"  reserve  might  possibly  be  a  valid  reserve 
of  another  character  under  the  Oregon  statute  is  immaterial, 
because  the  taxpayer — an  insurance  company  other  than 
life  or  mutual — is  not  entitled  to  deduct  any  reserves  in  the 
computation  of  its  taxable  income.  American  Title  Co.  v. 
Commissioner,  supra;  Pacific  Employers  Insurance  Co.  v. 
Commissioner,  89  F.  2d  186  (C.A.  9th). 

4.  If,  contrary  to  our  argument  above,  it  were  held  that 
the  directive  of  the  Insurance  Commissioner  of  Oregon  was 
valid,  such  a  holding,  we  believe,  would  necessarily  have  to 
be  based  on  an  erroneous  conclusion  that  the  Oregon  statute 
did  not  use  the  term  "unearned  premiums"  in  the  well- 
established  meaning  of  that  term.  But  the  conclusion, 
whether  erroneous  or  not,  that  the  term  "unearned  pre- 
miums" is  not  used  in  its  ordinary  sense  in  the  Oregon 
statute  would  preclude  a  holding  that  the  present  taxpayer 
is  entitled  to  any  deduction  or  exclusion  under  the  federal 
taxing  statute  which  in  Section  204  (b)(5)  provides  for 
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the  exclusion  from  underwriting  income  of  "unearned  pre- 
miums", for  it  may  not  be  controverted  that  the  term  "un- 
earned premiums"  is  used  in  the  federal  statute  in  the 
ordinary  sense  in  which  that  term  is  understood  in  the  in- 
surance industry  and  as  such  excludes  premiums  on  title  in- 
surance, which  are  fully  earned  when  policies  are  written. 

Moreover,  even  if  the  assumption  be  made  that  some 
part  of  title  insurance  premiums  may  by  directive  of  a  state 
official  be  given  all  of  the  attributes  of  "unearned  pre- 
miums", this  does  not  mean,  and  cannot  mean,  that  a  re- 
serve may  be  set  up  in  one  year  for  all  policies  theretofore 
written  by  the  company,  during  its  entire  life  or  a  portion 
thereof,  and  have  that  reserve  treated  as  "unearned  pre- 
miums" on  the  policies  written  during  the  year  in  which  the 
reserve  for  the  first  time  is  established. 

The  federal  taxing  statutes  are  based,  as  is  so  well-known 
as  to  require  no  citation,  on  an  annual  system  of  tax  account- 
ing. Prior  to  the  issuance  on  January  12,  1946,  of  the  direc- 
tive of  the  Insurance  Commissioner  of  Oregon  to  the  present 
taxpayer  there  was  no  ground  whatsoever  for  contending 
that  the  premiums  received  by  taxpayer  for  the  writing  of 
title  policies  were  not  fully  earned  when  the  policies  were 
written.  The  risk  was  not  a  continuing  one  for  a  prescribed 
period  of  time,  but  was  a  single  risk  incurred  at  the  time 
the  policy  was  written  and  for  which  risk  the  premium  was 
intended  to  compensate.    No  portion  of  the  premiums  re- 
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ceived  was  returnable  to  the  contract  holders  qua  premiums. 
The  company  had  unfettered  power  to  use  those  premiums 
for  any  of  its  general  purposes  and  thus  had  full  economic 
enjoyment  of  those  amounts.  Under  no  test,  therefore,  of 
the  federal  statute,  as  of  the  close  of  the  taxable  year  1945, 
could  any  portion  of  the  premiums  received  or  accrued  in 
1945  or  any  prior  year  be  treated  as  unearned. 

The  requirement  of  the  directive  of  January  12,  1946, 
issued  by  the  Insurance  Commissioner  that  taxpayer  set  up 
a  reserve  retroactively  as  of  December  31,  1945,  cannot 
change  the  federal  tax  consequences  of  events  which  had 
transpired  prior  thereto.  Once  the  incidence  of  the  federal 
tax  has  become  fixed  upon  events  which  have  actually 
transpired  during  the  taxable  year,  the  federal  tax  conse- 
quences of  those  events  cannot  thereafter  be  changed 
retroactively,  for  to  do  so  would  violate  the  principle  of 
annual  tax  accounting  to  which  we  have  adverted.  Cf. 
United  States  v.  Lewis,  340  U.  S.  590. 

Furthermore,  the  attempt  by  the  taxpayer  to  reduce  1945 
underwriting  income  by  the  entire  amount  of  the  reserve 
required  by  the  directive  of  January  12,  1946,  to  be  estab- 
lished as  of  December  31,  1945,  and  the  holding  of  the 
court  below  sustaining  that  position  of  the  taxpayer,  con- 
stitute an  unwarranted  distortion  of  the  underwriting  in- 
come and  tax  liability  of  the  taxpayer.  That  reserve,  even 
if  validly  required  and  even  though  it  might  be  given  the 
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status  of  a  reserve  for  unearned  premiums,  was  not  required 
to  be  established  out  of  1945  income.  It  was  not  a  reserve 
established  solely  for  holders  of  contracts  written  in  1945. 
It  was  a  reserve  for  holders  of  all  contracts,  those  written 
before  1945  as  well  as  those  written  during  1945.  It  was 
in  truth  an  arbitrary  amount  required  to  be  set  apart  from 
any  appropriate  funds  of  the  taxpayer,  though  in  terms  a 
percentage  of  the  premiums  received  over  the  four-year 
period  of  1942  to  1945,  inclusive.  The  amount  of  the  re- 
serve could,  and  should,  have  been  established  out  of  the 
earned  surplus  of  the  company. 

Respectfully  submitted, 

THERON  LAMAR  CAUDLE, 

Assistant  Attorney  General. 

ELLIS  N.  SIACK, 
LEE  A.  JACKSON, 
HARRY  MARSELLI, 
LELAND  T.  ATHERTON, 

Special  Assistants  to  the 
Attorney  General. 
HENRY  L.  HESS, 

United  States  Attorney. 

VICTOR  E.  HARR, 

Assistant  United  States  Attorney 
Of  Counsel. 

i  July,  1951. 
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APPENDIX 

Internal  Revenue  Code: 

SEC.    204.      INSURANCE    COMPANIES    OTHER 
THAN  LIFE  OR  MUTUAL. 

(b)    Definition  of  Income,  Etc. — In  the  case  of  an  in- 
surance company  subject  to  the  tax  imposed  by  this  section — 

(1)  [as  amended  by  Section  135  of  the  Revenue 
Act  of  1943,  c.  63,  58  Stat.  21]  Gross  income. — "Gross 
income"  means  the  sum  of  (A)  the  combined  gross 
amount  earned  during  the  taxable  year,  from  invest- 
ment income  and  from  underwriting  income  as  pro- 
vided in  this  subsection,  computed  on  the  basis  of  the 
underwriting  and  investment  exhibit  of  the  annual 
statement  approved  by  the  National  Convention  of  In- 
surance Commissioners,  and  (B)  gain  during  the  tax- 
able year  from  the  sale  or  other  disposition  of  prop- 
erty, and  (C)  all  other  items  constituting  gross  income 
under  section  22;  except  that  in  the  case  of  a  mutual 
fire  insurance  company  described  in  paragraph  ( 1 )  of 
subsection  (a)  of  this  section,  the  amount  of  single 
deposit  premiums  paid  to  such  company  shall  not  be 
included  in  gross  income; 

(2)  Net  income. — "Net  income"  means  the  gross 

income  as  defined  in  paragraph  ( 1 )  of  this  subsection 

less  the  deductions  allowed  by  subsection  (c)  of  this 

section; 

$       *       *       *       * 

(4)  Underwriting  income. — "Underwriting  in- 
come" means  the  premiums  earned  on  insurance  con- 
tracts during  the  taxable  year  less  losses  incurred  and 
expenses  incurred; 
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(5)  [as  amended  by  Section  164  of  the  Revenue 
Act  of  1942,  c.  619,  56  Stat.  798}  Premiums  earned  — 
"Premiums  earned  on  insurance  contracts  during  the 
taxable  year"  means  an  amount  computed  as  follows: 

From  the  amount  of  gross  premiums  written  on  in- 
surance contracts  during  the  taxable  year,  deduct  return 
premiums  and  premiums  paid  for  reinsurance.  To  the 
result  so  obtained  add  unearned  premiums  on  out- 
standing business  at  the  end  of  the  preceding  taxable 
year  and  deduct  unearned  premiums  on  outstanding 
business  at  the  end  of  the  taxable  year.  For  the  pur- 
poses of  this  subsection,  unearned  premiums  shall  in- 
clude life  insurance  reserves,  as  defined  in  section 
201(c)(2),  pertaining  to  the  life,  burial,  or  funeral 
insurance,  or  annuity  business  of  an  insurance  company 
subject  to  the  tax  imposed  by  this  section  and  not 
qualifying  as  a  life  insurance  company  under  section 
201(b); 

***** 

(26U.S.C.  1946  ed.,  Sec.  204.) 

Treasury  Regulations  111,  promulgated  under  the  In- 
ternal Revenue  Code: 

SEC.  29.204-1.  Tax  on  Insurance  Companies  Other 
Than  Life  or  Mutual  and  Mutual  Marine  Insurance 
Companies. — All  insurance  companies  (other  than  life 
or  mutual  or  foreign  insurance  companies  not  carrying 
on  an  insurance  business  within  the  United  States)  and 
all  mutual  marine  insurance  companies  are  subject  to 
the  tax  imposed  by  section  204.  *  *  *  The  net  income 
of  insurance  companies  is  defined  in  section  204  and 
differs  from  the  net  income  of  other  corporations.  *  *  * 
Since  section  204  provides  that  the  underwriting  and 
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investment  exhibit  of  the  annual  statement  approved 
by  the  National  Convention  of  Insurance  Commission- 
ers shall  be  the  basis  for  computing  gross  income  and 
since  the  annual  statement  is  rendered  on  the  calendar 
year  basis,  the  returns  under  section  204  shall  be  made 
on  the  basis  of  the  calendar  year  and  shall  be  on  Form 
1120.  *  *  * 

^  ^  sjc  Jfc  ^c 

SEC.  29.204-2.  Gross  Income  of  Insurance  Com- 
panies Other  Than  Life  or  Mutual  and  Mutual  Marine 
Insurance  Companies.  —  Gross  income  as  defined  in 
section  204(b)  means  the  gross  amount  of  income 
earned  during  the  taxable  year  from  interest,  dividends, 
rents,  and  premium  income,  computed  on  the  basis  of 
the  underwriting  and  investment  exhibit  of  the  annual 
statement  approved  by  the  National  Convention  of  In- 
surance Commissioners,  as  well  as  the  gain  derived 
from  the  sale  or  other  disposition  of  property,  and  all 
other  items  constituting  gross  income  under  section  22. 
*  *  *  The  underwriting  and  investment  exhibit  is  pre- 
sumed clearly  to  reflect  the  true  net  income  of  the  com- 
pany, and  in  so  far  as  it  is  not  inconsistent  with  the 
provisions  of  the  Internal  Revenue  Code  will  be  rec- 
ognized and  used  as  a  basis  for  that  purpose.  *  *  *  In 
computing  "premiums  earned  on  insurance  contracts 
during  the  taxable  year"  the  amount  of  the  unearned 
premiums  shall  include  (1)  life  insurance  reserves  as 
defined  in  section  201(c)(2)  and  section  29-201-4 
pertaining  to  the  life,  burial,  or  funeral  insurance,  or 
annuity  business  of  an  insurance  company  subject  to 
the  tax  imposed  by  section  204  and  not  qualifying  as 
a  life  insurance  company  under  section  201(b),  and 
(2)  liability  for  return  premiums  under  a  rate  credit 
or  retrospective  rating  plan  based  on  experience,  such 
as  the  "War  Department  Insurance  Rating  Plan,"  and 
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which  return  premiums  are  therefore  not  earned  pre- 
miums. *  *  * 

7  Oregon  Compiled  Laws  Annotated  (1940) 

SEC.  101-105. — General  powers  and  duties  of  com- 
missioner.    (1)     The   insurance  commissioner   shall 
have  and  exercise  the  power  to  enforce  all  the  laws  of 
the  state  relating  to  insurance,  and  it  shall  be  his  duty 
to  enforce  all  the  provisions  of  such  laws  for  the  public 
good.  He  shall  issue  such  department  rulings,  instruc- 
tions and  orders  as  he  may  deem  necessary  to  secure  the 
enforcement  of  the  provisions  of  this  act,  but  nothing 
contained  in  this  act  shall  be  construed  to  prevent  any 
company  or  persons  affected  by  any  order  or  action 
of  the  insurance  commissioner  from  testing  the  validity 
of  same  in  any  court  of  competent  jurisdiction. 
***** 
(3)    [Furnishing  of  form  for  financial  statement.} 
Every  insurance  company,  doing  business  in  the  state, 
shall  file  with  the  commissioner,  on  or  before  March 
1st  of  each  year,  a  financial  statement  for  the  year  end- 
ing December  31st  immediately  preceding  on  [a]  form 
furnished  by  the  commissioner,  which  shall  conform 
as  nearly  as  may  be  to  the  form  of  statement  from  time 
to  time  adopted  by  the  national  convention  of  insur- 
ance commissioners,  and  containing  such  detailed  ex- 
hibit of  the  condition  and  transactions  of  the  company 
as  the  commissioner,  in  such  form  and  otherwise  shall 
reasonably  prescribe.   Such  statement  shall  be  verified 
by  the  oaths  of  the  president  and  secretary  of  the  com- 
pany, or  in  their  absence  by  two  other  principal  officers. 
The  statement  of  a  company  of  a  foreign  country  shall 
embrace  only  its  condition  and   transactions  in  the 
United  States,  and  shall  be  verified  by  the  oath  of  its 
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resident  manager  or  principal  representative  in  the 
United  States.  In  the  discretion  of  the  commissioner, 
a  penalty  of  ten  dollars  per  day  shall  attach  for  de- 
linquency in  filing  such  statement. 

SEC.  101-136.  (Examination  into  affairs  of  com- 
pany or  persons  in  insurance  business:  Appointment  of 
examiners:  Duty  to  produce  books  and  papers  and  to 
facilitate  examination:  Report  of  examiners:  Hear- 
ing: Inspection  and  publication  of  report:  Expenses 
of  examination.)  The  insurance  commissioner  shall, 
whenever  he  deems  it  advisable  in  the  interest  of  policy- 
holders or  for  the  public  good,  examine  into  the  affairs 
of  any  insurance  company,  agency,  corporation,  partner- 
ship, person  or  persons  engaged  in  or  proposing  to  en- 
gage in  the  insurance  business  of  this  state,  and  into 
the  affairs  of  any  company  organized  under  any  law 
of  this  state  or  having  an  office  or  representative  in  this 
state,  which  company  is  engaged  in  or  is  claiming  or 
advertising  that  it  is  engaged  in  organizing  or  receiv- 
ing subscriptions  for  or  disposing  of  stock  of,  or  in 
any  manner  aiding  or  taking  part  in  the  formation  or 
business  of  an  insurance  company  or  companies,  or 
which  is  holding  capital  stock  of  one  or  more  insur- 
ance companies  for  the  purpose  of  controlling  the 
management  thereof  as  voting  trustee  or  otherwise. 
*  *  *  It  shall  be  the  duty  of  the  insurance  commissioner 
to  examine  every  domestic  insurance  company  at  least 
once  in  three  years. 

SEC.  101-137.  Examination:  Reserve:  Liability: 
(Formulating  or  adopting  rules).  In  ascertaining  the 
condition  of  an  insurance  company  under  the  provisions 
of  this  act,  or  in  any  examination  made  by  the  insurance 
commissioner,  his  deputy,  or  examiner,  he  shall  allow 
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as  assets  only  such  investments,  cash  and  accounts  as 
are  authorized  by  the  laws  of  this  state  at  the  date  of  the 
examination,  or  under  the  existing  laws  of  the  state 
or  country  under  which  such  company  is  organized  and 
which  investment  he  may  approve  or  reject,  but  unpaid 
premiums  on  policies  written  within  three  months  shall 
be  admitted  as  available  resources.  In  ascertaining  his 
liabilities,  unless  otherwise  provided  in  this  act,  there 
shall  be  charged  the  capital  stock,  all  outstanding 
claims,  a  sum  equal  to  the  total  unearned  premiums  on 
the  policies  in  force  computed  on  a  pro  rata  basis,  and 
such  an  amount  as  may  be  found  necessary  as  a  reserve 
to  provide  for  the  future  payment  of  deferred  and 
undetermined  claims  for  losses  and  promised  benefits. 
In  determining  the  amount  of  such  reserve  or  unearned 
premium  liability,  the  insurance  commissioner,  his 
deputy  or  examiner  may  formulate  such  rules  as  he  may 
deem  proper  and  consistent  with  law  or  he  may  adopt 
such  rules  as  are  used  in  other  states  or  approved  by 
the  national  convention  of  insurance  commissioners. 

SEC.  101-138.  Revocation  of  certificate  or  license: 
Court  review.  ( 1 )  If  the  commissioner  shall  find  upon 
examination  or  other  evidence  that  any  insurance  com- 
pany is  in  an  unsound  condition,  or  that  it  has  failed  to 
comply  with  the  law  or  with  the  provisions  of  its  charter 
or  articles  of  incorporation  or  association,  or  that  its 
condition  is  such  as  to  render  its  proceedings  hazardous 
to  the  public  or  to  its  policy-holders,  or  that  its  actual 
assets  exclusive  of  its  capital  are  less  than  its  liabilities, 
or  if  its  trustees,  directors,  officers,  or  agents  refuse  to 
submit  to  examination  or  to  produce  at  the  office  where 
the  same  are  kept,  its  books,  records,  accounts,  and 
papers  in  its  or  their  possession  or  control  relating  to 
its  business  or  affairs,  for  examination  and  inspection 


38 

of  the  commissioner,  his  deputy  or  examiner,  when  re- J 
quired,  or  shall  refuse  to  perform  any  legal  obligation  j 
relative  to  such  examination,  the  commissioner  shallj 
revoke  or  suspend  all  certificates  of  authority  and! 
licenses  granted  to  such  insurance  company,  its  officers  I 
or  agents,  and  shall  cause  notice  thereof  to  be  given  J 
to  such  company  and  to  each  agent  of  such  company  in  | 
this  state  and  no  new  business  shall  thereafter  be  done  1 
by  such  company  or  for  such  company  by  its  agents,  in  J 
this  state,  while  such  revocation,  suspension,  or  dis-I 
ability  continues,  nor  until  its  authority  to  do  business 
is  restored  by  the  commissioner. 

fcj*  v<*  v!>  *'.*  **- 
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UNITED  STATES  OF  AMERICA, 
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v. 


PACIFIC  ABSTRACT  TITLE  CO., 
a  Corporation, 

Appellee. 


On  Appeal  from  the  United  States  District  Court 
for  the  District  of  Oregon 


BRIEF  FOR  THE  APPELLEE 


STATEMENT 

Supplementing  the  statement  made  by  the  Appellant, 
Appellee  wishes  to  add  certain  other  facts.  Pursuant  to 
Sections  101-1501  and  101-1502,  O.C.L.A.,  appellee  de- 
posited with  the  Treasurer  of  the  State  of  Oregon  many 
years  ago  securities  in  the  value  of  $100,000.00.  This 
deposit  is  a  solvency  deposit  and  is  wholly  unrelated  to 
the  reserve  now  in  question   (R.  28). 


In  December,  1945,  the  Insurance  Commissioner  of 
the  State  of  Oregon  promulgated  a  rule  ordering  title 
insurance  companies  to  maintain  an  unearned  premium 
reserve  beginning  with  the  calendar  year  1942  amount- 
ing to  3%  of  the  total  gross  fees  and  premiums  received. 
A  written  copy  of  this  rule  was  mailed  to  the  Appellee 
on  January  12,  1946,  and  is  as  follows: 

"1.  The  Pacific  Abstract  Title  Company  shall 
establish,  segregate  and  maintain  an  unearned  pre- 
mium or  reinsurance  reserve  as  hereinafter  provided, 
which  shall  at  all  times  and  for  all  purposes  be 
deemed  and  shall  constitute  unearned  portions  of 
the  premiums  and  shall  be  charged  as  a  reserve 
liability  of  your  corporation  in  your  statements; 
such  reserve  shall  be  cumulative  and  shall  be  estab- 
lished and  shall  consist  of  the  following: 

"(a)  As  at  December  31,  1945  or  within  a  period 
of  three  years  thereafter  an  amount  equal  to  3% 
of  the  total  gross  fees  and  premiums  received  or  to 
be  received  on  account  of  policies  issued  during  the 
four  calendar  years — 1942,  1943,  1944  and  1945;  and 

"(b)  Monthly  at  the  close  of  each  month  begin- 
ning January,  1946,  3%  of  the  total  gross  fees  and 
premiums  received  or  to  be  received  on  account  of 
policies  written  during  the  preceding  calendar 
month; 

"(c)  After  the  expiration  of  180  months  from 
January  1,  1942,  that  portion  of  the  unearned  pre- 
mium or  reinsurance  reserve  established  more  than 
180  months  prior  shall  be  released  and  shall  no 
longer  constitute  part  of  the  unearned  premium  or 
reinsurance  reserve  and  may  be  used  for  any  cor- 
porate purposes. 

"2.  Hereafter  the  Pacific  Abstract  Title  Com- 
pany shall  segregate  and  maintain  a  "Title  Loss  Re- 
serve"   at   least   equal   to   the   aggregate   estimated 


amount  due  or  to  become  due  on  account  of  all 
unpaid  losses  and  claims  upon  title  insurance  pol- 
icies of  which  the  company  has  received  notice  but 
not  less  than  the  aggregate  of  title  losses  incurred 
during  the  immediately  preceding  56  months. 

"3.  Hereafter  the  Pacific  Title  Company  shall 
not  issue  a  policy  of  title  insurance  for  a  single 
transaction,  the  face  amount  of  which  shall  exceed 
an  amount  which  is  five  times  the  capital  and  sur- 
plus of  your  company;  but  nothing  herein  shall  pre- 
vent the  Pacific  Abstract  Title  Company  from  as- 
suming the  risk  on  a  single  policy  jointly  with 
another  title  insurance  company  or  companies  in 
excess  of  five  times  the  Pacific  Abstract  Title  Com- 
pany's capital  and  surplus,  provided  that  the  total 
amount  of  such  insurance  shall  not  exceed  five  times 
the  total  combined  capital  and  surplus  of  all  such 
companies  liable  under  such  insurance ;  and  provided 
that  each  such  company  shall  not  assume  more  than 
its  proportionate  share  of  the  total  amount  at  risk 
in  accordance  with  the  above  defined  maximum 
retention  limit."   (R  26,  27)   (Plaintiff's  Exhibit  1) 

This  rule  applied  to  all  Title  Insurance  Companies 
in  the  State  of  Oregon.  Appellee's  books  and  affairs  were 
examined  by  the  Insurance  Commissioner  of  the  State 
of  Oregon  in  the  year  1945  and  at  the  conclusion  of  this 
examination  Appellee  was  directed  to  set  up  an  unearned 
premium  reserve  as  of  December  31,  1945  for  the  years 
1942,  1943,  1944  and  1945  (R  26,  27).  On  December 
26,  1945,  this  order  was  made  and  a  letter  addressed  to 
the  Title  and  Trust  Company  (R  27,  Plaintiff's  Pretrial 
Exhibit  2). 

In  December,  1945,  officers  of  the  Title  and  Trust 
Company  exhibited  to  officers  of  Appellee  the  written 


rule  received  by  the  Title  and  Trust  Company  from 
the  Insurance  Commissioner. 

In  December,  1945,  Appellee  had  read  the  full  text 
of  the  rule  and  had  actual  notice  that  the  rule  had  been 
promulgated  (R  27). 

With  this  knowledge,  Appellee  set  up  on  its  books  a 
reserve  as  called  for  in  the  order  as  of  December  31,  1945. 

POINTS  AND  AUTHORITIES 
I. 

The  reserve  consisted  of  unearned  premiums  as  that 
term  is  used  in  Section  204  (b)  (5)  of  the  Internal  Rev- 
enue Code. 

American  Title  Co.  v.  Comm.,  76  Fed.  2d  332. 

City  Title  Ins.  Co.  v.  Comm.,  152  Fed.  2d  859. 

Morgan  vs.  Comm.  of  Int.  Rev.,  309  U.S.  78,  80, 
626;  60  S.  Ct.  424,  426;  84  L.  Ed.  585,  1035. 

Section  204  (b  (5)  of  the  Internal  Revenue  Code. 

Early  v.  Lawyers  Title  Insurance  Corp.,  132  Fed. 
2d  42. 

New  Hampshire  Fire  Insurance  Co.,  2  T.  C.  708 
Affirmed  by  Circuit  Court  of  Appeals,  1st 
Circuit  in  Comm.  of  Int.  Rev.  v.  New  Hamp- 
shire Fire  Insurance  Co.,   146  Fed.  2d  697. 

Mass.  Protective  Assoc,  v.  U.  S.,  114  Fed.  2d  304. 

Commissioner  v.  Dallas  Title  &  Guaranty  Co., 
119  Fed.  2d  211. 

Maryland  Casualty  Co.  v.  U.  S.,  251  U.S.  342;  64 
L.  Ed.  297. 


Fidelity  &  Deposit  Co.  of  Maryland  v.  U.S.C.C.H. 
Standard  Federal  Tax  Reporter;  1950  Vol.  5, 
p.  12,  119  Par.  9106  Affirmed  in  U.S.  v.  Fidel- 
ity &  Deposit  Co.,  177  Fed.  2d  753. 

Solomon  S.  Huebner  Property  Ins.,  Ch.  14,  pp. 
153,  154. 

Title  &  Trust  Co.  v.  Commissioner,  15  T.C.  510. 


ARGUMENT 

Appellant  admits  that  companies  that  insure  land 
titles  for  a  consideration  are  taxable  as  insurance  com- 
panies. (Appellant's  Br.  9) 

Special  statutory  provisions  have  been  made  with 
respect  to  insurance  companies  other  than  Life  and 
Mutual.  The  applicable  provisions  of  Section  204  of  the 
Internal  Revenue  Code  are  as  follows: 

(b)  DEFINITION  OF  INCOME,  ETC.  In  the 
case  of  an  insurance  company  subject  to  the  tax 
imposed  by  this  section: 

(1)  GROSS  INCOME:  "Gross  Income"  means 
the  sum  of  (A)  the  combined  gross  amount  earned 
during  the  taxable  year,  from  investment  income 
and  from  underwriting  income  as  provided  in  this 
subsection,  computed  on  the  basis  of  the  underwrit- 
ing and  investment  exhibit  of  the  annual  statement 
approved  by  the  National  Convention  of  Insurance 
Commissioners,  and  (B)  gain  during  the  taxable 
year  from  the  sale  or  other  disposition  of  property, 
and  (C)  all  other  items  constituting  gross  income 
under  Section  22 ;  except  that  in  the  case  of  a  mutual 
fire  insurance  company  described  in  paragraph  (1) 
of  subsection  (a)  of  this  section,  the  amount  of 
single  deposit  premiums  paid  to  such  company  shall 
not  be  included  in  gross  income; 


(4)  UNDERWRITING  INCOME:  "Underwrit- 
ing income"  means  the  premiums  earned  on  insur- 
ance contracts  during  the  taxable  year  less  losses 
incurred  and  expenses  incurred; 

(5)  PREMIUMS  EARNED:  "Premiums  earned 
on  insurance  contracts  during  the  taxable  year" 
means  an  amount  computed  as  follows: 

From  the  amount  of  gross  premiums  written  on 
insurance  contracts  during  the  taxable  year,  deduct 
return  premiums  and  premiums  paid  for  reinsur- 
ance. To  the  result  so  obtained  add  unearned  pre- 
miums on  outstanding  business  at  the  end  of  the 
preceding  taxable  year  and  deduct  unearned  pre- 
miums on  outstanding  business  at  the  end  of  the 
taxable  year. 

For  the  purposes  of  this  subsection,  unearned 
premiums  shall  include  life  insurance  reserves,  as 
defined  in  section  201  (3)  (2),  pertaining  to  the  life 
burial,  or  funeral  insurance,  or  annuity  business  of 
an  insurance  company  subject  to  the  tax  imposed 
by  this  section  and  not  qualifying  as  a  life  insurance 
company  under  section  201  (b). 

The  meaning  of  taxable  income,  unearned  premiums 
and  insurance  reserves  as  applied  to  insurance  companies 
has  been  before  the  courts  in  many  cases. 

In  Maryland  Casualty  Co.  vs.  U.  S.,  251  U.S.  342,  64 
L.  Ed.  297,  the  Court  defines  reserves  to  mean: 

"A  sum  of  money  variously  computed  or  esti- 
mated which,  with  accretions  from  interest,  is  set 
aside  'reserved'  as  a  fund  with  which  to  mature  or 
liquidate  either  by  payment  or  reinsurance  future 
unaccrued  and  contingent  claims ;  claims  accrued  but 
contingent  and  indefinite  as  to  time  or  amount  of 
payment.  The  term  includes  unearned  premium  re- 
serve to  meet  future  liabilities  on  policies". 


Solomon  S.  Huebner,  in  his  work  Property  Insurance, 
Chapter  14,  Pages  153-154,  quoted  in  respondent's  brief, 
states : 

"This  unearned  portion  of  the  premium  consti- 
tutes a  reserve.  It  must  be  regarded  as  a  sum  held  in 
trust  by  the  company  for  its  policyholders.  .  .  .  The 
reinsurance  reserve  may  thus  be  defined  as  an  'un- 
earned premium'   ..." 

In  Commissioner  vs.  Dallas  Title  &  Guaranty  Com- 
pany (CCA  5),  119  Fed.  2d  211,  the  Court  states: 

"It  is  not  impossible  for  the  premium  paid  a  title 
insurance  company  to  be  unearned." 

In  Massachussetts  Protective  Association  vs.  U.  S., 
114  Fed.  2d  304,  quoted  with  approval  in  Early  vs.  Law- 
yers Title  Insurance  Corp.,  132  Fed.  2d  42,  the  Court 
states  that  a  reserve  for  noncancellable  health  and  acci- 
dent policies,  whether  returnable  to  the  insured  or  not, 
was  not  available  for  the  use  of  the  general  purposes  of 
the  plaintiff  but  was  held  as  a  liability  to  provide  for  the 
payment  or  reinsurance  of  specific  contingent  insurance 
liabilities  and  as  long  as  these  reserve  funds  were  not  to 
be  used  for  the  general  purposes  of  the  company,  they 
were  not  earned  premiums  within  the  meaning  of  Con- 
gress and  not  includable  as  gross  income.  The  Court 
stated : 

"The  test  is  not  whether  the  part  of  the  premium 
set  aside  in  the  reserve  for  non-cancellable  health 
and  accident  insurance  'belongs'  to  the  company  in 
the  event  of  cancellation  or  lapsing  of  the  policies, 
but  whether  that  amount  is  such  a  part  of  the  com- 
pany's gross  income  as  Congress  considered  should 
be  treated  as  net  income  for  the  purposes  of  taxa- 
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tion.   McCoach  vs.   Insurance  Company  of  North 
America,  supra.  We  hold  that  it  is  not." 

In  the  Massachusetts  case,  the  Commissioner  con- 
tended that  the  reserve  could  not  be  unearned  premiums 
because  if  the  policy  was  cancelled,  the  policyholder  re- 
ceived no  surrender  value  and  the  petitioner  kept  the 
excess  reserve  accumulated.  The  Court  held  that  never- 
theless, the  reserves  did  constitute  unearned  premiums. 

The  Court  pointed  out  that  the  surrender  value  of  life 
insurance  is  never  the  full  value  of  the  reserve  as  a  sur- 
render charge  is  deducted.  Upon  the  cancellation  of  a  fire 
insurance  policy,  the  total  pro-rata  share  is  not  repaid  to 
the  policyholder  as  a  monthly  short-rate  is  deducted. 
Therefore,  "unearned  premium"  cannot  be  tested  by 
what  the  company  must  return  on  cancellation. 

In  Early  vs.  Lawyers  Title  Insurance  Corp.  (supra) 
(Appendix  infra),  the  appellant  contended  that  earned 
premiums  paid  for  title  insurance  are  earned  when  re- 
ceived and  that  the  effect  of  the  statute  of  Virginia,  which 
required  the  title  company  to  set  up  a  reserve,  was  to  pro- 
vide a  mere  solvency  reserve  which  the  company  was  not 
entitled  to  treat  as  unearned  premiums. 

The  Court,  in  answering  this  contention,  cited  the 
Commissioner  vs.  Dallas  Co.  (supra),  case  with  approval 
and  stated: 

"Unquestionably,  the  premium  collected  for  title 
insurance  is  not  all  clear  profit  or  income  to  the  com- 
pany immediately  upon  its  receipt.  As  a  matter  of 
fact,  there  is  a  time  element  as  well  as  the  element  of 
contract  to  be  considered  in  connection  with  the  risk 
assumed  in  this  type  of  insurance  as  well  as  in  other 


types;  and  if  any  portion  of  the  premiums,  in  con- 
sideration of  the  time  element,  is  given,  either  by 
law  or  contract,  the  status  ordinarily  accorded  an 
unearned  premium  in  insurance  law  during  any  por- 
tion of  the  period  for  which  the  risk  is  operative,  there 
is  no  reason  why  it  should  not  be  treated  as  an  'un- 
earned' premium  within  the  meaning  of  the  taxing 
statute  during  this  period.  We  think  that  the  Virginia 
statute  has  this  effect." 

The  Insurance  Commissioner  is  not  attempting  by 
"legislative  fiat"  or  order  to  convert  earned  premiums 
into  unearned  premiums.  As  stated  in  Early  vs.  Lawyers 
Title  Insurance  Corp.,  132  Fed.  2d  42 : 

"The  sums  thus  set  aside  'at  all  times  and  for  all 
purposes'  are,  by  mandate  of  the  statute,  to  'consti- 
tute unearned  portions  of  the  original  premiums'. 
This  means  that  they  are  not  available  to  the  com- 
pany for  its  ordinary  purposes,  until  the  times  limited 
in  the  statute  have  expired,  but,  until  then,  are  held 
in  trust  for  the  benefit  of  the  contract  holders.  If  the 
company  should  in  the  meantime  become  insolvent, 
they  would  be  available  as  unearned  premiums  for 
reinsurance  of  the  contracts,  or  if  not  used  for  that 
purpose  would  belong  to  the  contract  holders".  Citing 
cases. 

And  again: 

"We  agree  that  a  statute  of  the  state  could  not  be 
given  the  effect  of  withdrawing  from  taxation  under 
the  Revenue  Act  what  was  in  fact  an  earned  premium 
by  the  mere  device  of  calling  it  unearned;  but  the 
Virginia  statute  does  more  than  this.  It  gives  to  the 
portions  of  the  premiums  which  it  requires  to  be 
placed  in  the  reserve  all  of  the  attributes  that  pertain 
to  unearned  premiums,  i.e.,  it  withdraws  them  from 
the  power  of  the  company  to  use  them  for  its  general 
purposes  and  impresses  them  with  a  trust  in  favor  of 
contract  holders  until  the  risk  shall  have  been  carried 


10 

for  the  period  that  the  statute  prescribes.  .  .  .  Until 
then,  the  company  cannot  be  truly  said  to  have 
earned  the  portion  of  the  premium  which  the  law 
requires  it  to  reserve  and  hold  in  trust  during  this 
crucial  period  of  risk". 

It  was  also  contended  in  the  Early  case  that  the  term 
"unearned  premiums"  in  the  taxing  statute  must  be  given 
its  ordinary  meaning.  Again  the  Court  said: 

"This  is  undoubtedly  correct;  but  so  also  must  the 
term  as  used  in  statute  of  Virginia,  and  when  given 
that  meaning  there  its  effect  is  to  impress  upon  the 
portions  of  the  premiums  reserved  the  characteristics 
which  bring  them  within  the  meaning  of  the  term  as 
used  in  the  taxing  statute." 

State  law  creates  legal  interests  and  rights.  The  federal 
revenue  acts  designate  what  interests  or  rights  so  created 
shall  be  taxed.  Morgan  vs.  Commissioner  of  Internal 
Revenue,  309  U.S.  78,  80,  626;  60  S.  Ct.  424,  426;  84  L.  Ed. 
585,  1035. 

Respondent  contends  that  Congress  in  enacting  Sec- 
tion 204  (b)  (5),  of  the  Internal  Revenue  Code  made  no 
provision  in  the  case  of  an  insurance  company,  other  than 
life  or  mutual,  for  the  deduction  of  any  reserve  whatever 
(page  19,  Respondent's  Brief).  This  same  argument  was 
advanced  in  Massachusetts  Protective  Association  vs. 
U.  S.  (supra),  where  it  was  argued  that  the  reserve  was 
not  to  be  added  to  the  unearned  premium  in  computing 
gross  income  because  Congress,  in  1926  made  no  provision 
for  the  deduction  from  the  gross  premiums  of  insurance 
companies  other  than  life  or  mutual  of  the  net  addition 
to  the  reserve  funds  required  by  law  which  had  been 
allowed  all  insurance  companies  prior  to  1921. 
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The  Court,  in  answer  to  this  argument,  stated  that 
no  departure  had  been  made  by  Congress  from  the  pre- 
vious system  of  taxing  only  earned  premiums  of  insurance 
companies.  The  Court  stated  that  deduction  of  net  addi- 
tion to  reserve  funds  required  by  law  is  not  prevented  if 
the  addition  represents  unearned  premiums. 

The  case  of  Early  vs.  Lawyers  Title  Insurance  Corp. 
(supra)  is  a  leading  case  with  reference  to  reserves  set  up 
by  title  insurance  companies.  All  the  contentions  now 
presented  by  the  Appellant  in  this  case  were  presented  in 
the  Early  case.  In  the  case  before  the  Court,  the  rule  of 
the  Oregon  Insurance  Commissioner  had  the  same  effect 
as  the  Virginia  statute  in  the  Early  case.  The  Commis- 
sioner in  said  rule  recognized  the  time  element  as  well  as 
the  element  of  contract  in  connection  with  the  risk  as- 
sumed. 

That  portion  of  the  premiums,  in  consideration  of  the 
time  element  of  the  risk,  which  the  Insurance  Commis- 
sioner's rule  gave  the  status  ordinarily  accorded  an  un- 
earned premium  in  insurance  law  for  the  period  designated 
in  the  rule  should  be  treated  as  unearned  premiums 
within  the  meaning  of  the  taxing  statute  during  this 
period. 

A  portion  of  the  income  of  the  Appellee  was  placed  in 
reserve  and  frozen  for  a  period  of  time  and  was  not  avail- 
able for  general  corporate  purposes.  Eventually,  after  the 
expiration  of  the  15-year  period  referred  to  in  the  Insur- 
ance Commissioner's  rule,  the  unused  reserves  will  be- 
come available  to  the  company  as  earnings  without  any 
restriction  as  to  their  use  and  will  then  become  part  of 
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the  income  of  the  corporation  for  income  tax  purposes. 

The  premium  is  not  wholly  earned  at  the  time  it  is 
paid  even  though  no  part  of  the  premium  is  returnable  to 
the  policyholder  upon  cancellation.  There  is  a  liability  on 
the  title  insurance  policy  which  gradually  diminishes  dur- 
ing the  passage  of  time  by  reason  of  the  statute  of  limita- 
tions and  other  rules  of  law  which  cure  defects  in  the  title. 
The  test  of  an  unearned  premium  is  whether  or  not  a 
portion  of  the  premium  is  withdrawn  from  the  power  of 
the  company  to  use  for  its  general  purposes  until  the  time 
limited  by  law  has  expired.  If  the  premium  is  not  perma- 
nently withdrawn,  then  the  portion  held  in  the  reserve  is 
an  unearned  premium  and  is  not  taxable  as  income  until 
it  is  available  to  the  company  for  general  corporate  pur- 
poses. 

The  rule  of  the  Insurance  Commissioner  of  Oregon 
requiring  an  unearned  premium  reserve  does  not  freeze 
these  funds  permanently.  After  the  expiration  of  the 
15 -year  period,  if  the  unearned  premiums  have  not  been 
used  for  the  benefit  of  the  policyholders  for  whom  the 
premiums  were  set  aside,  they  then  become  earned  and 
become  taxable  income  to  the  company.  In  the  mean- 
time, however,  they  are  held  as  a  trust  fund  for  the 
benefit  of  the  policyholders  until  such  times  as  they 
become  released  by  the  order  of  the  Insurance  Commis- 
sioner. This  fund  has  all  the  attributes  of  an  unearned 
premium  reserve  allowable  under  Section  204  of  the 
Internal  Revenue  Code,  and,  therefore,  it  is  an  unearned 
premium  reserve. 
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In  American  Title  Company  vs.  Commissioner,  76 
Fed.  2d  332,  reserves  were  set  up  by  the  company  for 
the  protection  of  policyholders  as  required  by  the  laws 
of  Pennsylvania  and  this  reserve  fund  was  deducted  from 
gross  income  on  the  federal  tax  return  of  the  company. 
The  Court  held  that  the  reserves  were  not  deductible. 
Under  the  Pennsylvania  statute,  the  reserves  were  not  to 
be  returned  until  the  last  outstanding  policy  of  the  com- 
pany had  expired.  There  was  a  permanent  freezing  of 
the  funds  and  for  this  reason  the  Court  held  this  to  be 
an  insolvency  fund  and  not  an  unearned  premium  re- 
serve. 

In  the  case  of  City  Title  Insurance  Co.  vs.  Commis- 
sioner, 152  Fed.  2d  859,  a  similar  ruling  was  made  with 
respect  to  unearned  premiums  set  up  under  the  New 
York  statute.  The  New  York  statute  did  not  provide  for 
the  return  of  the  reserves  to  the  insurance  company. 
Whether  the  reserves  are  to  be  returned  to  the  company 
or  permanently  set  aside  is  the  determining  factor  in  this 
case.  (In  the  opinion  of  the  Court,  reference  was  made 
to  the  American  Title  Co.  case,  and  the  case  of  Early  vs. 
Lawyers  Title  Insurance  Co.,  132  Fed.  2d  42,  infra.)  In 
the  City  Title  Insurance  Company  case,  the  deduction 
of  reserves  was  claimed  for  the  years  1938  to  1941  in- 
clusive. From  the  Court's  decision,  it  is  apparent  that 
the  New  York  statute  was  amended  in  1945  to  apply  to 
unearned  premium  reserves  and  reinsurance  reserves  to 
be  held  for  a  limited  time  of  180  months.  The  Court  did 
not  attempt  to  decide  the  effect  of  the  amendment  as 
the  taxes  involved  were  all  prior  to  the  time  of  the 
amendment.    However,    no    further    question    has    been 
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raised  by  the  Commissioner  as  to  deductions  for  reserves 
under  the  amended  New  York  statute,  which  amended 
New  York  statute  is  similar  to  the  Virginia  statute  con- 
strued in  the  Early  case,  supra. 

It  would  seem  that  the  Court  would  take  judicial 
knowledge  of  the  fact  that  the  population  in  the  West 
has  greatly  increased  in  the  last  nine  years,  and  also  of 
the  fact  that  there  has  been  a  very  great  increase  in  the 
value  of  real  property  in  the  same  period  of  time.  Inas- 
much as  title  insurance  companies  insure  the  full  value 
of  the  property,  this  increase  in  values  has  increased 
their  liabilities  enormously.  For  these  reasons,  the  Insur- 
ance Commissioner  of  the  State  of  Oregon  evidently 
deemed  it  advisable  to  promulgate  this  rule  in  1945  set- 
ting up  an  unearned  premium  reserve  for  the  benefit 
and  protection  of  title  insurance  policyholders  and  for 
the  public  good. 

I  wish  to  point  out  to  the  Court  that  this  is  not  an 
insolvency  reserve  because,  as  stated  before,  Appellee 
has  already  deposited  many  years  ago,  securities  in  the 
value  of  $100,000.00  as  a  solvency  reserve.  The  Com- 
missioner, in  the  exercise  of  his  administrative  discretion, 
evidently  considered  it  necessary  to  set  up  this  reserve 
for  the  protection  of  the  policyholders  themselves. 
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POINTS  AND  AUTHORITIES 

n. 

The  delegation  of  the  power  to  determine  the  amount 
of  the  unearned  premiums  on  a  pro  rata  basis  and  the 
amount  necessary  as  a  reserve  to  provide  for  the  future 
payment  of  deferred  and  undetermined  claims  is  a  valid 
delegation  of  legislative  power  and  the  order  of  the 
Insurance  Commissioner  of  Oregon  fixing  the  amount 
of  the  unearned  premium  reserve  to  be  reserved  by 
Appellee  is  within  the  limits  of  the  power  so  delegated. 

Section  101-105,  O.C.L.A.,  Subdiv.  (1),  (2). 

Section  101-107,  O.C.L.A.,  Subdiv.  (7). 

Section  101-136,  O.C.L.A. 

Section  101-137,  O.C.L.A. 

Field  vs.  Clark,  143  U.S.  649. 

Hampton  &  Co.  vs.  U.  S.,  276  U.S.  394,  72  L.  Ed. 
624,  48  S.  Ct.  Rep.  348. 

U.  S.  vs.  Rock  Royal  Cooperative,  Inc.,  307  U.S. 
533,  83  L.  Ed.  1446. 

Maryland  Casualty  Co.  vs.  U.  S.,  251  U.S.  342,  64 
L.  Ed.  297. 

State  vs.  Terwilliger,  141  Or.  372,  11  Pac.  2d  552, 
16  Pac.  2d  651. 

Savage  vs.  Martin,  161  Or.  660,  91  Pac.  2d  273. 

White  vs.  Mears,  44  Or.  215,  74  Pac.  931. 

State  vs.  Briggs,  45  Or.  366,  77  Pac.  750. 

Fidelity  &  Deposit  Company  of  Maryland  vs. 
U.  S.  (Unreported,  but  may  be  found  in 
C.C.H.  Standard  Federal  Tax  Reporter,  Vol. 
5,  p.  12,  119  Par.  9106.) 
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Affirmed  U.  S.  vs.  Fidelity  &  Deposit  Co.,  177 
Fed.  2d  805,  Rehearing  denied  178  Fed.  2d 
753. 

New  Hampshire  Fire  Insurance  Co.,  Affirmed, 
Commissioner  of  Internal  Revenue  vs.  New 
Hampshire  Fire  Insurance  Company,  146  Fed. 
2d  697. 

Cancilla  vs.  Gehlhar,  145  Or.  184,  27  Pac.  2d  179. 

11  Amer.  Jur.  945,  Sections  232  through  237. 

11  Amer.  Jur.  955,  Sections  240  and  241. 

The  statutes  of  Oregon  defining  the  duties  and  pow- 
ers of  the  Insurance  Commissioner  of  Oregon  are  set 
out  in  full  in  the  Appendix. 

Pursuant  to  these  statutes  the  Insurance  Commis- 
sioner of  Oregon  made  an  extensive  examination  into  the 
business  conditions  of  the  Appellee.  The  order  of  the 
Insurance  Commissioner  directing  that  an  adequate 
unearned  premium  reserve  be  provided  is  the  result  of 
his  study  and  analysis  of  the  statutes  of  the  various 
states,  the  trend  and  experience  of  the  Appellee,  the 
premium  volume,  and  the  size  and  types  of  risks  under- 
written. The  reserve  which  he  ordered  to  be  set  up  was 
the  result  of  an  actuarial  study  made  by  the  Insurance 
Commissioner  of  the  State  of  Oregon.  This  is  not  a 
permanent  reserve,  but  is  only  to  be  held  for  a  period  of 
180  months  and  thereafter  will  become  freed  again  for 
general  corporate  purposes. 

In  the  evolution  of  law,  it  has  been  determined  that 
certain  powers  and  duties  may  be  delegated  by  the  legis- 
lative body  to  an  executive  officer  or  administrative 
agency,  including  the  right  to  make  such  rules  and  reg- 
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ulations  as  may  be  necessary  to  carry  out  the  primary 
general  laws  enacted  by  the  legislature.  11  Amer.  Jur. 
945,  Section  232  through  Section  237;  11  Amer.  Jur. 
955,  Section  240  and  Section  241. 

The  Appellant  contends  that  the  insurance  laws  of 
Oregon  contain  an  improper  delegation  of  legislative 
power  to  an  administrative  official  and  that  the  directive 
of  the  Oregon  Insurance  Commissioner  transcended  the 
power  which  the  legislature  delegated  to  him  (Appel- 
lant's Br.  18,  20). 

Under  the  authorities  in  Oregon  and  in  the  United 
States  Courts,  we  believe  the  Appellant  is  in  error  in 
its  contentions.  In  U.  S.  vs.  Rock  Royal  Cooperative, 
Inc.,  307  U.S.  533,  the  act  delegating  authority  to  the 
Secretary  of  Agriculture  to  establish  marketing  areas 
was  held  valid.  The  Court  laid  down  two  tests:  (1)  does 
the  act  state  the  purpose  which  Congress  seeks  to  estab- 
lish; and  (2)  does  the  act  state  standards  of  sufficient 
exactness  to  enable  those  affected  to  understand  the 
limits.  It  is  submitted  that  the  insurance  statutes  of  the 
State  of  Oregon  meet  these  tests  and  the  delegation  of 
authority  to  the  Insurance  Commissioner  of  Oregon  is 
valid  and  constitutional.  The  rule  of  the  Insurance  Com- 
missioner is  reasonable  and  a  valid  exercise  of  this  rule 
making  authority. 

O.C.L.A.,  Section  101-105  (1)  provides  that  the  In- 
surance Commissioner  shall  issue  such  department  rul- 
ings, constructions  and  orders  as  he  may  deem  necessary 
to  secure  the  enforcement  of  the  provisions  of  the  Act. 
It  is  further  provided  that  the  Insurance  Commissioner 
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may  revoke  the  certificate  of  authority  of  an  insurance 
company  for  failing  to  comply  with  the  laws  of  the  state 
and  regulations  of  the  Insurance  Department  (O.C.L.A. 
Sec.  101-107  (7).  This  statute  further  provides  for  ex- 
amination of  insurance  companies  to  ascertain  the  con- 
dition of  such  companies  and  states: 

"In  determining  the  amount  of  such  reserve  or 
unearned  premium  liability,  the  Insurance  Com- 
missioner, his  deputy  or  examiner,  may  formulate 
such  rules  as  he  may  deem  proper  and  consistent 
with  law,  or  he  may  adopt  such  rules  as  are  used  in 
other  states  and  approved  by  the  National  Conven- 
tion of  Insurance  Commissioners."  (O.C.L.A.  Sec. 
101-136) 

O.C.L.A.,  Sec.  101-137  delegates  to  the  Insurance 
Commissioner  the  power  to  determine  a  formula  upon 
which  to  calculate  the  portion  of  the  premiums  of  insur- 
ance companies  which  is  unearned  and  which  is  to  be 
set  aside  as  a  reserve  to  provide  for  the  future  payment 
of  deferred  and  undetermined  claims  for  losses  and 
promised  benefits. 

The  statutes  of  Oregon,  therefore,  provide  that  the 
Insurance  Commissioner  shall  set  up  an  unearned  pre- 
mium reserve  and  the  statutes  further  provide  that  the 
Insurance  Commissioner  shall  determine  the  amount 
of  such  reserve  in  the  exercise  of  his  administrative  duties 
after  examination  of  the  companies  involved.  Experience 
has  proven  that  in  the  exercise  of  the  functions  of  gov- 
ernment, certain  determinations  within  the  general 
framework  of  a  law  must  be  delegated  to  an  administra- 
tive agency  which  makes  the  necessary  rules  and  regula- 
tions after  and  as  the  facts  are  determined. 
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In  Maryland  Casualty  Co.  vs.  U.  S.,  251  U.S.  342,  64 
L.  Ed.  297,  the  Court  held  that  reserves  required  by 
rules  and  regulations  of  state  insurance  departments 
promulgated  in  the  exercise  of  an  appropriate  power 
conferred  by  statute  were  deductible.  The  Court  states: 

"A  regulation  by  a  department  of  government 
addressed  to  and  reasonably  adopted  to  the  enforce- 
ment of  an  act  of  Congress,  the  administration  of 
which  is  confined  to  such  department,  has  the  force 
and  effect  of  law  if  it  be  not  in  conflict  with  express 
statutory  provision,  (citing  cases)  The  law  is  not 
different  with  respect  to  the  rules  and  regulations 
of  a  department  of  a  state  government." 

In   Cancilla    vs.    Gehlhar,    145    Or.    185,    the    Court 
states : 

"A  legislature  in  enacting  a  law  complete  in 
itself,  designed  to  accomplish  the  regulation  of  par- 
ticular matters  falling  within  its  jurisdiction,  may 
expressly  authorize  an  administrative  commission 
within  definite  valid  limits  to  provide  rules  and  reg- 
ulations for  the  complete  operation  and  enforcement 
of  the  law  within  its  expressed  general  purpose." 
(Citing  cases) 

In  the  case  of  Savage  vs.  Martin,  161  Or.  660,  the 
Court  states: 

"The  legislature  can  not  delegate  its  power  to 
make  a  law,  but  it  can  make  a  law  to  delegate  a 
power  to  determine  some  fact  or  state  of  things  upon 
which  the  law  makes,  or  intends  to  make,  its  own 
action  depend.  .  .  .  There  are  many  things  upon 
which  wise  and  useful  legislation  must  depend, 
which  cannot  be  known  to  the  law  making  power, 
and  must,  therefore,  be  a  subject  of  inquiry  and 
determination   outside  of  the  halls  of  legislation." 
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This  is  just  what  the  laws  of  Oregon  do  provide — 
that  the  Insurance  Commissioner  shall  set  up  for  insur- 
ance companies  an  adequate  reserve  covering  unearned 
premiums  computed  on  a  pro  rata  basis  and  in  such  an 
amount  as  may  be  found  necessary  to  provide  for  the 
future  payment  of  deferred  and  undetermined  claims  for 
losses  and  promised  benefits.  The  Legislature  further 
directed  the  Commissioner  to  set  aside  such  an  amount 
as  may  be  found  necessary  as  a  reserve  to  provide  for  the 
future  payment  of  deferred  and  undetermined  claims 
and  authorized  the  Commissioner  to  formulate  the  nec- 
essary rules  for  determining  the  amount  of  such  reserve. 
The  Legislature  delegated  to  the  Insurance  Commis- 
sioner the  power  to  investigate  the  condition  and  affairs 
of  each  insurance  company  in  order  to  fix  as  a  liability 
a  sum  equal  to  the  total  unearned  premiums  and  the 
Legislature  authorized  the  Commissioner  to  formulate 
the  necessary  rules  for  determining  the  amount  of  such 
unearned  premium  liability.  In  other  words,  all  that  was 
delegated  to  him  was  the  delegation  of  power  to  deter- 
mine the  facts  upon  which  to  base  his  action.  It  is  quite 
apparent  the  Insurance  Commissioner  of  Oregon  took 
into  consideration  the  fact  that  title  insurance  com- 
panies in  this  area  were  assuming  liabilities  far  in  excess 
of  those  which  had  been  assumed  in  previous  years  and 
the  fact  that  it  was  necessary  that  said  companies  carry 
a  reserve  in  addition  to  the  solvency  deposit  to  cover 
these  increase  liabilities  under  the  title  insurance  policies 
issued  in  the  last  several  years.  Additional  reserves  were 
necessary  to  protect  the  policyholders.  The  Insurance 
Commissioner   apparently   with    wisdom   and   foresight 
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felt  that  the  growth  of  the  community  and  extent  of 
liability  on  title  insurance  policies  would  increase  rather 
than  decrease,  having  in  mind  that  all  property  values 
in  the  country  had  greatly  increased,  and  particularly 
so  in  the  Pacific  Northwest.  Title  insurance  policies  are 
premised  upon  the  full  value  of  the  property. 

From  the  various  cases  cited,  it  can  plainly  be  seen 
that  the  Insurance  Commissioner  did  not  exceed  the 
power  conferred  upon  him  by  the  Legislature  and  in 
his  directive  the  words  "unearned  premiums"  are  used 
in  their  ordinary  sense  as  stated  in  the  Early  case,  supra. 
The  term  '  'unearned  premiums"  used  in  the  Virginia 
statute  was  used  in  its  ordinary  sense  and  the  same  is 
true  in  the  rule  promulgated  by  the  Oregon  Insurance 
Commissioner. 

The  Appellant  argues  that  the  power  to  determine 
the  amount  of  the  unearned  premium  reserve  delegated 
to  the  Insurance  Commissioner  is  an  unconstitutional 
delegation  of  legislative  power  (Appellant's  Br.  22). 

The  Appellant  also  argues  that  the  Insurance  Com- 
missioner, in  setting  up  the  amount  of  the  unearned  pre- 
mium reserve,  acted  outside  and  beyond  the  power  dele- 
gated by  the  Legislature  (Appellant's  Br.  18,  20). 

These  arguments  are  based  on  Appellant's  premise 
that  there  is  no  such  thing  as  "unearned  premiums"  in 
the  title  insurance  business  because  the  policyholder  has 
no  claim  against  the  company  for  the  return  of  any  por- 
tion of  his  premium  (Appellant's  Br.  15). 

But  the  Courts  hold  that  the  test  of  an  unearned 
premium  is  not  whether  the  policyholder  is  entitled  to 
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the  return  of  a  portion  of  the  premium,  but  whether  a 
portion  of  the  premium  is  withdrawn  from  the  power  of 
the  Company  to  use  for  its  general  purposes  until  the 
time  limited  by  law  has  expired  and  until  then  is  im- 
pressed with  a  trust  for  the  benefit  of  the  policyholder. 

Therefore,  Appellant's  entire  argument  is  based  on  a 
fallacious  premise  and  the  rule  of  the  Insurance  Com- 
missioner is  a  valid  exercise  of  the  power  delegated  to 
him  by  the  Legislature.  After  investigation  the  Commis- 
sioner determined  the  amount  of  the  reserve  necessary. 
This  determination  is  a  valid  administrative  act  and  the 
delegation  of  the  power  to  make  an  investigation  and  to 
so  determine  is  a  valid  delegation  of  power. 


POINTS  AND  AUTHORITIES 
HI. 

The    reserve   was    properly    excluded    from    taxable 
income  and  accrued  as  a  liability  of  Appellee  in  1945. 

Early   vs.    Lawyers   Title    Ins.    Corporation,    132 
Fed.  2d  42. 

U.  S.  vs.  Anderson,  46  Supr.  Ct.  Rep.  131. 

Lucas  vs.  American  Code  Co.,  280  U.S.  445,  50 
S.  Ct.  202,  74  L.  Ed.  538,  67  A.L.R.  1010. 

Lucas  vs.  Ox  Fibre  Brush  Co.,  281  U.S.  115,  50 
S.  Ct.  273,  74  L.  Ed.  733. 

U.  S.  vs.  Anderson,  269  U.S.  422. 

American  National  Co.  vs.  U.  S.,  274  U.S.  99,  47 
S.  Ct.  Rep.  520,  71  L.  Ed.  946. 

Spring  City  Foundry  Company  vs.  Commissioner, 
292  U.S.  182,  78  L.  Ed.  1200. 
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Security  Flour  Mills  Company  vs.  Commissioner, 
321  U.S.  281,  64  S.  Ct.  596,  88  L.  Ed.  725. 

Commissioner  vs.  Blaine,  Mackay,  Lee  Co.,  (CCA 
3),  141  Fed.  2d  201. 

Central  Trust  Co.  vs.  Burnet  (CCA-DC),  45  Fed. 
2d  992. 

The  Appellant  contends  that  there  could  be  no  ac- 
crual of  any  funds  for  previous  years  for  the  reason  that 
the  premium  had  been  determined  and  no  unearned 
premium  had  been  set  aside.  We  submit  to  the  Court 
that  this  argument  is  not  sound.  The  Appellee,  pursuant 
to  the  order  of  the  Insurance  Commissioner,  deducted 
a  sum  of  money  from  its  surplus  and  set  it  up  as  a  re- 
serve as  of  December  31,  1945.  This  was  based  upon  a 
percentage  of  premiums  received  in  previous  years,  but 
the  funds  were  taken  out  of  the  funds  of  the  company 
in  1945.  This  question  was  decided  in  Early  vs.  Lawyers 
Title  Ins.  Corp.,  132  Fed.  2d  42,  where  the  Court  at  page 
46  says: 

"We  were  disturbed  upon  the  argument  because 
the  deduction  of  the  reserve  resulted  in  what  seemed 
to  be  a  distortion  of  the  income  of  the  company  for 
the  year  1936.  Further  consideration  convinces  us 
that  the  position  of  the  company  with  respect  there- 
to is  correct.  Under  the  language  of  the  Revenue  Act 
there  is  no  authority  for  adding  to  premiums  re- 
ceived during  1936  any  part  of  the  reserve  held  at 
the  end  of  the  preceding  year,  as  none  of  this  reserve 
had  been  given  the  status  of  unearned  premiums. 
The  passage  of  the  Virginia  statute  unquestionably 
resulted  in  funds  to  the  amount  of  the  reserve  at 
the  end  of  the  year  being  withdrawn  from  the  un- 
fettered control  of  the  company  and  being  held  in 
trust  for  the  benefit  of  contract  holders;  and  the 
practical   affect   of   this   was   to   decrease   by   such 
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amount  the  income  of  the  year  available  for  ordi- 
nary purposes.  Furthermore,  income  tax  had  already 
been  paid  on  the  amount  held  in  reserve  prior  to  the 
passage  of  the  statute;  and,  to  add  any  part  of  this 
amount  to  the  premiums  collected  in  the  year  1936, 
for  the  purpose  of  determining  underwriting  income 
for  that  year,  would  result  in  its  being  taxed  twice. 
The  amount  deducted  as  unearned  premiums  does 
not,  of  course,  escape  taxation,  since  it  is  subjected 
to  tax  as  it  is  released  from  the  reserve  pursuant  to 
the  provisions  of  the  statute. 

In  that  case,  the  same  situation  existed  as  in  this 
case.  The  Court  decided  that  the  passage  of  the  Virginia 
statute  resulted  in  funds  to  the  amount  of  the  reserve 
at  the  end  of  the  year  being  withdrawn  from  the  un- 
fettered control  of  the  company  and  beind  held  in  trust 
for  the  benefit  of  contract  holders;  and  the  practical 
effect  of  this  was  to  decrease  by  such  amount  the  income 
of  the  year  available  for  ordinary  purposes.  The  rule  of 
the  Insurance  Commissioner  of  Oregon  has  the  same 
effect  as  the  Virginia  statute. 

Under  the  income  tax  statutes  where  a  taxpayer  is 
on  the  accrual  basis,  items  of  income  are  reported  in  full 
in  the  year  in  which  they  are  earned.  On  the  other  hand 
deductions  or  liabilities  ordinarily  cannot  be  taken  or 
deducted  until  they  become  fixed  or  certain,  and  some- 
times by  an  identifiable  event.  In  this  case,  the  liability 
which  resulted  in  the  reserve  of  income  for  unearned 
premiums  arose  with  the  order  of  the  Insurance  Com- 
missioner of  Oregon  as  set  forth  in  letter  dated  December 
26,  1945  to  the  Title  and  Trust  Company,  and  it  was  at 
that  time  that  the  liability  became  fixed  and  the  plain- 
tiff knew  that  a  reserve  would  have  to  be  set  up.  A  case 
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somewhat  similar  in  its  holding  is  the  case  of  U.  S.  vs. 
Anderson,  46  Supr.  Ct.  Rep.  131,  wherein  all  of  the  facts 
as  to  a  munition  tax  was  known  in  one  year  but  the  tax 
was  not  paid  until  the  following  year.  The  Court,  how- 
ever, held  that  the  accrual  should  have  been  made  in  a 
prior  year.  The  Court  stated: 

"In  a  technical  sense,  a  tax  does  not  accrue  until 
it  has  been  assessed  and  becomes  due,  but  it  is  also 
true  that  in  advance  of  the  assessment  of  a  tax,  all 
the  events  may  accrue  which  fix  the  amount  of  the 
tax  and  fix  the  amount  of  the  liability  of  the  tax- 
payer to  pay  it.  In  this  respect  for  the  purposes  of 
accounting  and  of  ascertaining  a  true  income  for  a 
given  accounting  period,  the  munition  tax  here  in 
question  did  not  stand  on  any  different  footing  than 
other  accrued  expenses  appearing  on  appellee's 
books." 

In  Lucas  vs.  American  Code  Co.,  280  U.S.  445,  50 
S.  Ct.  202,  74  L.  Ed.  538,  67  A.L.R.  1010,  the  United 
States  Supreme  Court  held  that  damages  for  breach  of 
a  contract  of  employment  recovered  against  a  taxpayer 
accounting  on  the  accrual  basis  are  not  deductible  in  the 
year  in  which  the  breach  occurred  where  the  amount  was 
not  determined  or  paid  until  later  and  which  was  con- 
tested and  the  amount  was  wholly  unpredictable  until 
the  litigation  was  ultimately  brought  to  a  close. 

Following  this  case  the  Supreme  Court  decided  the 
case  of  Lucas  vs.  Ox  Fibre  Brush  Co.,  281  U.S.  115,  50 
S.  Ct.  273,  74  L.  Ed.  733,  wherein  a  corporation  was 
granted  extra  compensation  to  its  officers  for  services 
performed  in  prior  years.  The  United  States  Supreme 
Court  held  that  even  though  this  payment  was  for  serv- 
ices in  prior  years,  it  was  a  proper  deduction  in  determin- 
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ing  the  taxable  income  of  the  corporation  for  the  year  in 
which  the  grant  was  made  even  though  the  books  of  the 
corporation  were  kept  on  an  accrual  basis.  In  its  opinion, 
the  Court  referred  to  the  sections  of  the  income  tax 
statute  with  respect  to  computing  net  income  and  stated 
as  follows: 

"This  section  relates  to  the  method  of  account- 
ing; the  commissioner  may  make  the  computation 
on  a  basis  that  does  clearly  reflect  the  income,  if  the 
method  employed  by  the  taxpayer  does  not.  But 
this  section  does  not  justify  the  commissioner  in 
allocating  to  previous  years  a  reasonable  allowance 
as  compensation  for  services  actually  rendered, 
when  the  compensation  was  properly  paid  during 
the  taxable  year  and  the  obligation  to  pay  was  in- 
curred during  that  year  and  not  previously.  In  the 
present  instance,  the  expense  could  not  be  attributed 
to  earlier  years,  for  it  was  neither  paid  nor  incurred 
in  those  years.  There  was  no  earlier  accrual  of  lia- 
bility. It  was  deductible  in  the  year  1920  or  not  at 
all.  Being  deductible  as  a  reasonable  payment,  there 
was  no  authority  vested  in  the  commissioner  to  dis- 
regard the  actual  transaction  and  to  readjust  the 
income  on  another  basis  which  did  not  respond  to 
the  facts." 

Deductions  should  be  accrued  when  all  events  have 
occurred  which  fix  the  liability,  even  though  the  amount 
be  then  uncertain.  The  accrual  system  wholly  disregards 
due  dates.  Neither  is  it  necessary  that  the  amount  of  an 
incurred  liability  be  accurately  ascertained  in  order  to 
"accrue"  it.  U.  S.  vs.  Anderson,  269  U.S.  422.  American 
National  Co.  vs.  U.  S.,  274  U.S.  99,  47  S.  Ct.  Rep.  520, 
71  L.  Ed.  946. 

The  accrual  of  a  reserve  to  cover  liability  for  un- 
earned premiums  is   in  the   general  category  of  other 
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deductions  and  not  entirely  unlike  the  reasoning  which 
is  applied  to  debts  ascertained  to  be  worthless  and 
charged  off.  The  right  to  take  a  deduction  only  exists  in 
a  year  in  which  it  becomes  fixed  or  determined  as  pointed 
out  by  the  Supreme  Court  in  Spring  City  Foundry  Com- 
pany vs.  Commissioner,  292  U.S.  182,  78  L.  Ed.  1200. 
This  principle  was  further  enunciated  by  the  Supreme 
Court  in  Security  Flour  Mills  Company  vs.  Commis- 
sioner, 321  U.S.  281,  64  S.  Ct.  596,  88  L.  Ed.  725,  where 
the  Court  said : 

"This  legal  principle  has  often  been  stated  and 
applied.  The  uniform  result  has  been  denial  both  to 
Government  and  to  the  taxpayer  of  the  privilege 
of  allocating  income  or  outgo  to  a  year  other  than 
the  year  of  actual  receipt  or  payment,  or,  applying 
the  accrual  basis,  the  year  in  which  the  right  to 
receive,  or  the  obligation  to  pay,  has  become  final 
and  definite  in  amount." 

In  the  case  of  Commissioner  vs.  Blaine,  Mackay,  Lee 
Co.  (CCA  3),  141  Fed.  2d  201,  the  Court  said: 

"Under  the  accrual  system  (here  in  use)  income 
is  accruable  in  the  year  in  which  the  taxpayer's 
right  thereto  becomes  fixed  and  definite,  even 
though  it  may  not  be  actually  received  until  a  later 
year,  while  a  deduction  for  a  liability  is  to  be  ac- 
crued and  taken  when  the  liability  becomes  fixed 
and  certain,  even  though  it  may  not  be  paid  until  a 
later  year." 

See  also  Central  Trust  Co.  vs.  Burnet  (CCA-DC), 
45  Fed.  2d  992. 

The  record  already  shows  that  Appellee  had  been 
informed  by  the  Insurance  Commissioner  and  his  Deputy 
that  a   reserve  would  have  to  be   set  up,   in  a  certain 
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amount,  in  a  certain  year  (during  the  year  1945)  and 
that  all  of  the  title  insurance  companies  in  the  State  of 
Oregon  would  have  to  set  up  the  same  reserve  (R.  27). 
The  order  was  promulgated  December  26,  1945  in  the 
letter  to  the  Title  and  Trust  Company  (Plaintiff's  pre- 
trial Exhibit  2)  and  Appellee's  officers  were  cognizant  of 
this  order  and  immediately  proceeded  to  comply  with 
it  for  the  end  of  the  year  of  1945  (R.  28). 

We  wish  to  call  the  Court's  attention  to  another  fea- 
ture of  this  case.  Appellee  attempted  to  file  amended 
returns  for  the  years  1942,  1943  and  1944  with  the  In- 
ternal Revenue  Department  claiming  a  portion  of  the 
amount  of  this  reserve  for  each  of  these  years.  The  Col- 
lector of  Internal  Revenue  denied  the  Appellee  the  right 
to  do  this  (Plaintiff's  Exhibit  8). 
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CONCLUSION 

The  Appellee  is  an  insurance  company  under  the 
Insurance  Code  of  tile  State  of  Oregon  and  is  under  the 
jurisdiction  of  the  Insurance  Commissioner  of  the  State 
of  Oregon  and  subject  to  all  the  insurance  laws  of  the 
State  of  Oregon.  The  unearned  premium  reserve  was 
properly  set  up  by  the  rules  and  regulations  of  the  State 
Insurance  Department  under  the  exercise  of  an  appro- 
priate power  conferred  by  statute.  In  this  case,  the  In- 
surance Commissioner  of  the  State  of  Oregon,  under 
the  insurance  laws,  was  given  the  power  to  promulgate 
the  rule  or  order  which  was  made  and  there  was  no 
unreasonable  delegation  of  authority  by  the  legislature. 
The  rule  was  not  arbitrary  or  capricious,  but  was  based 
wholly  upon  complete  examination  and  valuation  of  the 
circumstances.  The  reserve  for  unearned  premiums  as 
set  up  by  the  Appellee  was  given  by  the  order  promul- 
gated by  the  Insurance  Commissioner  of  the  State  of 
Oregon,  the  status  ordinarily  accorded  an  unearned  pre- 
mium in  insurance  law. 

There  is  a  time  element  as  well  as  the  element  of 
contract  to  be  considered  in  connection  with  the  risk 
assumed  in  this  type  of  insurance  as  well  as  in  other 
types.  There  is  no  reason  why  it  should  not  be  treated  as 
unearned  premium  within  the  meaning  of  the  taxing 
statute  during  the  period  that  it  is  reserved.  The  order 
of  the  Insurance  Commissioner  of  Oregon  has  the  effect 
of  making  it  an  unearned  premium  reserve.  This  is  not 
a  solvency  reserve  and  it  is  not  a  permanent  reserve,  for 
at  the  end  of  180  months  a  portion  of  the  reserve  fund 
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returns  to  the  corporation  surplus  and  thereafter  each 
year  a  like  portion  of  the  reserve  fund  returns  to  the 
corporation  to  be  used  for  general  purposes  and  taxable 
as  income.  The  reserve  fund  was  properly  set  up  by  the 
Appellee  in  the  year  1945  because  it  was  in  the  year  1945 
that  the  amount  became  fixed  and  determined.  Also,  at 
that  time  the  funds  were  withdrawn  from  the  control  of 
the  corporation  and  were  placed  in  a  trust  fund  for  the 
benefit  of  the  policyholders  and  the  practical  effect  of 
this  was  to  decrease  by  such  amount  the  income  of  that 
year  available  for  ordinary  purposes. 

We,  therefore,  submit  to  the  Court  that  the  decree 
of  the  District  Court  of  the  United  States  for  the  Dis- 
trict of  Oregon  in  favor  of  the  Appellee  was  just  and 
proper  and  should  be  affirmed. 

Respectfully  submitted, 

Will  H.  Masters, 
Wm.  J.  Masters, 

Attorneys  for  Appellee. 
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APPENDIX 

"Section  101-105,  O.C.L.A.,  Subdivision  (1). 
The  insurance  commissioner  shall  have  and  exercise 
the  power  to  enforce  all  the  laws  of  the  state  relating 
to  insurance,  and  it  shall  be  his  duty  to  enforce  all 
the  provisions  of  such  laws  for  the  public  good.  He 
shall  issue  such  department  rulings,  instructions  and 
orders  as  he  may  deem  necessary  to  secure  the 
enforcement  of  the  provisions  of  this  act,  but  noth- 
ing contained  in  this  act  shall  be  construed  to  pre- 
vent any  company  or  persons  affected  by  any  order 
or  action  of  the  insurance  commissioner  from  testing 
the  validity  of  same  in  any  court  of  competent 
jurisdiction." 

"Section  101-105,  O.C.L.A.,  Subdivision  (2). 
(Issuance  of  certificates,  etc.)  He  shall  issue  all  cer- 
tificates and  licenses  under  the  seal  of  his  office 
provided  for  by  the  terms  of  this  act.  Before  grant- 
ing certificates  of  authority  to  any  insurance  com- 
pany to  issue  policies  or  make  contracts  of  insurance 
in  this  state,  the  commissioner  shall  be  satisfied  by 
such  examination  as  he  may  make,  or  such  evidence 
as  he  may  require,  that  such  company  is  duly  quali- 
fied under  the  laws  of  this  state  to  transact  business 
herein." 

"Section  101-107,  O.C.L.A.,  Subdivision  (7). 
Certificate  of  Authority  of  Domestic  Com- 
panies. A  domestic  insurance  company  shall  be 
granted  a  certificate  of  authority  to  transact  any 
kind  or  class  of  insurance  permitted  by  the  pro- 
visions of  the  insurance  laws  of  this  state  and  pro- 
vided for  in  its  articles  of  incorporation  upon  its 
compliance  with  the  laws  of  this  state  and  the  reg- 
ulations of  the  insurance  department  relating  to 
such  companies  and  the  payment  of  the  fees  and 
charges  imposed  by  law,  which  certificate  may  be 
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revoked  on  thirty  (30)  days'  notice  by  the  insurance 
commissioner,  or  he  may  suspend  same  temporarily 
it  he  deems  necessary  or  advisable.  Cause  for  re- 
vocation or  suspension  oi  such  certificate  shall  exist 
if  its  capital  is  found  to  be  impaired  or  the  required 
surplus  has  not  been  maintained  or  if  its  transactions 
have  been  found  to  be  in  violation  of  the  law." 

"Section  101-136,  O.C.L.A.  (Examination  into 
affairs  of  company  or  persons  in  insurance  business: 
Appointment  of  examiners:  Duty  to  produce  books 
and  papers  and  to  facilitate  examination:  Report  of 
examiners:  Hearing:  Inspection  and  publication  of 
report:  Expenses  of  examination.)  The  insurance 
commissioner  shall,  whenever  he  deems  it  advisable 
in  the  interest  of  policyholders  or  for  the  public 
good,  examine  into  the  affairs  of  any  insurance 
company,  agency,  corporation,  partnership,  person 
or  persons  engaged  in  or  proposing  to  engage  in  the 
insurance  business  in  this  state,  and  into  the  affairs 
of  any  company  organized  under  any  laws  of  this 
state  or  having  an  office  or  representative  in  this 
state,  which  company  is  engaged  in  or  is  claiming 
or  advertising  that  it  is  engaged  in  organizing  or 
receiving  subscriptions  for  or  disposing  of  stock  of, 
or  in  any  manner  aiding  or  taking  part  in  the  forma- 
tion or  business  of  an  insurance  company  or  com- 
panies, or  which  is  holding  capital  stock  of  one  or 
more  insurance  companies  for  the  purpose  of  con- 
trolling the  management  thereof  as  voting  trustee 
or  otherwise.  For  such  purpose  he  may  appoint  as 
examiners  one  or  more  fair,  impartial  and  competent 
persons,  not  officers  of,  nor  connected  with  nor 
interested  in  any  insurance  company,  other  than  as 
policyholders,  nor  in  any  other  company  above 
referred  to,  and  upon  such  examination,  he,  his  dep- 
uty or  any  examiner  authorized  by  him  may  exam- 
ine under  oath  the  officers  and  agents  of  such  com- 
pany or  agency  and  all  persons  deemed  to  have 
material    information    regarding    the    property    or 
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business  of  such  company  or  agency.  Every  such 
company  or  agency,  its  officers  and  agents,  shall 
produce  at  the  office  of  the  company  or  agency 
where  the  same  are  kept  its  books  and  all  papers  in 
its  or  their  possession  relating  to  its  business  or 
affairs,  and  any  other  person  may  be  required  to 
produce  any  book  or  paper  in  his  custody  relevant 
to  the  examination,  for  the  inspection  of  the  insur- 
ance commissioner,  his  deputies  or  examiners  when- 
ever required;  and  the  officers  and  agents  of  such 
company  or  agency  shall  facilitate  such  examination 
and  aid  the  examiners  in  making  the  same  so  far 
as  it  is  in  their  power  to  do  so.  Every  such  examiner 
shall  make  a  full  and  true  report  of  every  examina- 
tion made  by  him,  verified  by  his  oath,  which  shall 
comprise  only  facts  appearing  upon  the  books, 
papers,  records  or  documents  of  such  company  or 
agency  or  ascertained  from  the  testimony  sworn  to 
of  its  officers  or  agents  or  other  persons  examined 
under  oath  concerning  its  affairs,  and  said  report 
so  verified  shall  be  presumptive  evidence  in  any 
action  or  proceeding  in  the  name  of  the  people 
against  the  company  or  agency,  its  officers  or  agents, 
of  the  facts  stated  therein.  The  insurance  commis- 
sioner shall  grant  a  hearing  to  the  company  or 
agency  examined  before  filing  any  such  report  and 
before  making  public  such  report  or  any  matters 
relating  thereto ;  and  may  withhold  such  report  from 
public  inspection  for  such  time  as  he  may  deem 
proper;  and  if  said  company  or  agency  offers  no 
objection  at  said  hearing,  it  will  be  an  admission  of 
acceptance;  and  may,  after  so  filing,  if  he  deems  it 
for  the  interest  of  the  public  to  do  so,  publish  any 
such  report  of  the  result  of  any  such  examination  as 
contained  therein  in  one  or  more  newspapers  of  the 
state  without  expense  to  the  company  or  agency. 
Any  company  or  association  doing  business  in  Ore- 
gon shall  pay  the  just  and  legitimate  expenses,  in- 
cluding railroad  fares  and  traveling  expenses  of  any 
examination;  and  the  commissioner  shall  revoke  or 
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refuse  his  certificate  of  authority  to  any  company 
neglecting  or  refusing  to  pay  such  expenses,  or  ne- 
glecting or  refusing  to  furnish  any  information  to 
said  commissioner.  It  shall  be  the  duty  of  the  insur- 
ance commissioner  to  examine  every  domestic  insur- 
ance company  at  least  once  in  three  years." 

"Section  101-137,  O.C.L.A.  Examination:  Re- 
serve: Liability:  (Formulating  or  adopting  rules). 
In  ascertaining  the  conditions  of  an  insurance  com- 
pany under  the  provisions  of  this  act,  or  in  any 
examination  made  by  the  insurance  commissioner, 
his  deputy  or  examiner,  he  shall  allow  as  assets  only 
such  investments,  cash  and  accounts  as  are  author- 
ized by  the  laws  of  this  state  at  the  date  of  the  ex- 
amination, or  under  the  laws  of  the  state  or  country 
under  which  such  company  is  organized  and  which 
investment  he  may  approve  or  reject,  but  unpaid 
premiums  on  policies  written  within  three  months 
shall  be  admitted  as  available  resources.  In  ascer- 
taining his  liabilities,  unless  otherwise  provided  in 
this  act,  there  shall  be  charged  the  capital  stock,  all 
outstanding  claims,  a  sum  equal  to  the  total  un- 
earned premiums  on  the  policies  in  force  computed 
on  a  pro  rata  basis,  and  such  an  amount  as  may  be 
found  necessary  as  a  reserve  to  provide  for  the  fu- 
ture payment  of  deferred  and  undetermined  claims 
for  losses  and  promised  benefits.  In  determining  the 
amount  of  such  reserve  or  unearned  premium  lia- 
bility, the  insurance  commissioner,  his  deputy  or 
examiner  may  formulate  such  rules  as  he  may  deem 
proper  and  consistent  with  law  or  he  may  adopt 
such  rules  as  are  used  in  other  states  or  approved  by 
the  national  convention  of  insurance  commissioners." 

In  the  case  of  Early  vs.  Lawyers  Title  Ins.  Corp.,  132 
Fed.  2d  42,  Mr.  Justice  Parker  speaking  for  the  Court, 
held: 
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"The  contention  of  the  appellant  is  that  pre- 
miums paid  for  title  insurance  are  earned  when 
received,  that  there  is  no  basis  for  treating  any  part 
of  such  premiums  as  unearned  and  that  the  effect 
of  the  statute  of  Virginia  is  to  provide  a  mere  sol- 
vency reserve  which  the  company  is  not  entitled  to 
treat  as  unearned  premiums.  Appellant  is  undoubt- 
edly correct  in  the  position  that  ordinarily  a  pre- 
mium paid  for  title  insurance  is  to  be  treated  as 
fully  earned  when  received.  American  Title  Co.  v. 
Commissioner  of  Internal  Revenue,  3  Cir.,  76  Fed. 
2d  332;  Huebner  on  Property  Insurance,  p.  493. 
And  in  the  absence  of  the  Virginia  statute  replied 
on  by  the  company  we  should  feel  constrained  to 
hold  that  no  part  of  the  premiums  received  for  title 
insurance  could  be  treated  as  'unearned'  within  the 
meaning  of  the  section  of  the  Revenue  Act  above 
quoted. 

"As  said  by  the  Circuit  Court  of  Appeals  of  the 
5th  Circuit  in  Commissioner  of  Internal  Revenue  v. 
Dallas  Title  &  Guaranty  Co.,  119  Fed.  2d  211,  213, 
however,  'it  is  not  impossible  for  premiums  paid  a 
title  insurance  company  to  be  unearned'.  Unques- 
tionably the  premium  collected  for  title  insurance  is 
not  all  clear  profit  or  income  to  the  company  im- 
mediately upon  its  receipt.  As  a  matter  of  fact, 
there  is  a  time  element  as  well  as  the  element  of 
contract  to  be  considered  in  connection  with  the 
risk  assumed  in  this  type  of  insurance  as  well  as  in 
other  types;  and  if  any  portion  of  the  premiums,  in 
consideration  of  the  time  element,  is  given,  either 
by  law  or  contract,  the  status  ordinarily  accorded 
an  unearned  premium  in  insurance  law  during  any 
portion  of  the  period  for  which  the  risk  is  operative, 
there  is  no  reason  why  it  should  not  be  treated  as 
an  'unearned'  premium  within  the  meaning  of  the 
taxing  statute  during  this  period.  We  think  that  the 
Virginia  statute  has  this  effect. 

"The  liability  under  a  title  insurance  policy, 
which  in  the  case  of  this  company  is  shown  under 
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the  law  of  averages  to  be  around  6%  of  the.  pre- 
miums collected,  is  outstanding  as  a  continuing  lia- 
bility of  the  company  to  the  policyholders;  and,  in 
recognition  of  this  fact,  the  Virginia  statute  requires 
that  a  certain  portion  of  the  premiums,  10%,  be  set 
aside  and  held  intact  for  a  period  of  time  for  the 
discharge  of  this  liability.  The  sums  thus  set  aside 
'at  all  times  and  for  all  purposes'  are,  by  mandate 
of  the  statute,  to  'constitute  unearned  portions  of 
the  original  premiums'.  This  means  that  they  are 
not  available  to  the  company  for  its  ordinary  pur- 
poses, until  the  times  limited  in  the  statute  have 
expired,  but,  until  then,  are  held  in  trust  for  the 
benefit  of  the  contract  holders.  If  the  company 
should  in  the  meantime  become  insolvent,  they 
would  be  available  as  unearned  premiums  for  rein- 
surance of  the  contracts,  or  if  not  used  for  that 
purpose  would  belong  to  the  contract  holders.  John- 
son v.  Button,  120  Va.  339,  91  S.E.  151,  153;  Lovell 
v.  St.  Louis  Mutual  Life  Ins.  Co.,  Ill  U.S.  264,  274; 
4  S.  Ct.  39,  23  L.  Ed.  423;  32  C.J.  p.  1040. 

"There  is  no  reason  why  the  legislature  may  not 
thus  require  the  company  to  deal  with  a  portion 
of  the  premiums  collected,  just  as,  in  the  absence 
of  contract  between  the  parties,  it  may  provide  how 
the  policy  is  to  be  valued  for  the  purpose  of  setting 
up  a  reserve.  Cf.  32  C.  J.  1017;  Elder  v.  Bankers' 
Life  Ins.  Co.,  117  App.  Div.  722,  102  N.Y.S.  702. 
If  the  statute  had  provided  that  10%  of  the  pre- 
miums collected  should  be  held  for  the  benefit  of 
policyholders  for  a  fixed  period  and  should  belong 
to  the  company  only  after  it  had  carried  the  lia- 
bility for  that  period,  it  would  hardly  be  contended 
that  this  portion  of  the  premiums  was  earned  with- 
in the  meaning  of  the  Revenue  Act  until  the  ex- 
piration of  the  period ;  but  this  is  precisely  the  effect 
of  the  Virginia  statute  in  providing  that  the  sums 
required  to  be  placed  in  reserve  'shall  at  all  times 
and  for  all  purposes  be  considered  and  constitute 
unearned  portions  of  the  original  premiums'. 
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"Very  much  in  point  is  the  decision  of  the  Cir- 
cuit Court  of  Appeals  of  the  First  Circuit  in  Massa- 
chusetts Protective  Ass'n.  v.  United  States,  1  Cir., 
114  F.  2d  304,  213.  That  case  involved  the  right 
to  deduct  as  unearned  premiums  a  reserve  required 
by  law  to  be  kept  by  an  accident  and  health  in- 
surance company.  In  that  case,  as  in  this,  there 
was  no  provision  for  cancellation  or  for  return  of 
any  part  of  the  premium  to  the  insured.  In  up- 
holding the  right  to  deduct  this  reserve  as  unearned 
premiums,  notwithstanding  that  there  was  no  re- 
quirement that  anything  be  returned  to  the  policy- 
holder, the  court  said: 

"  'Congress  is  only  interested  in  determining 
what  part  of  a  company's  gross  income  should  be 
treated  as  net  income  for  the  purposes  of  taxation. 
McCoach  v.  Insurance  Co.  of  North  America,  1917, 
244  U.S.  585,  37  S.  Ct.  709,  61  L.  Ed.  1333.  In  gen- 
eral, premium  income  is  not  such,  and  its  inclusion 
in  gross  income  is  only  justified  by  the  deductions 
allowed.  See  Hearings  before  the  Committee  on 
Ways  and  Means  on  the  Revenue  Act  of  1918,  65th 
Cong.,  2nd  Sess.,  Pt.  1  (1918)  811.  The  additional 
reserve  for  non-cancellable  health  and  accident  poli- 
cies, whether  returnable  to  the  insured  or  not,  is 
not  available  for  the  use  of  the  general  purposes  of 
the  plaintiff.  It  is  held  as  a  liability  to  provide  for 
the  payment  or  reinsurance  of  specific  contingent 
insurance  liabilities  proven  by  experience  to  be  a 
part  of  the  cost  of  this  particular  type  of  insurance 
in  the  future  years.  *  *  *  As  long  as  these  reserve 
funds  must  be  held  to  provide  for  expected  insur- 
ance liabilities  in  the  future  on  these  non-cancella- 
ble health  and  accident  policies  and  are  not  to  be 
used  for  the  general  purposes  of  the  company,  they 
are  not  "earned  premiums"  within  the  meaning  of 
Congress  and  not  includible  in  gross  income.  The 
test  is  not  whether  the  part  of  the  premium  set 
aside  in  the  reserve  for  non-cancellable  health  and 
accident  insurance  "belongs"  to  the  company  in  the 
event  of  cancellation  or  lapsing  of  the  policy,  but 
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whether  that  amount  is  such  a  part  of  the  com- 
pany's gross  income  as  Congress  considered  should 
be  treated  as  net  income  for  the  purposes  of  taxa- 
tion. McCoach  v.  Insurance  Co.  of  North  America, 
supra.   We  hold  that  it  is  not.'  " 

"We  were  disturbed  upon  the  argument  because 
the  deduction  of  the  reserve  resulted  in  what  seemed 
to  be  a  distortion  of  the  income  of  the  company  for 
the  year  1936.  Further  consideration  convinces  us 
that  the  position  of  the  company  with  respect  there- 
to is  correct.  Under  the  language  of  the  Revenue 
Act  there  is  no  authority  for  adding  to  premiums 
received  during  1936  any  part  of  the  reserve  held 
at  the  end  of  the  preceding  year,  as  none  of  this 
reserve  had  been  given  the  status  of  unearned  pre- 
miums. The  passage  of  the  Virginia  statute  un- 
questionably resulted  in  funds  to  the  amount  of  the 
reserve  at  the  end  of  the  year  being  withdrawn 
from  the  unfettered  control  of  the  company  and 
being  held  in  trust  for  the  benefit  of  contract  hold- 
ers; and  the  practical  effect  of  this  was  to  decrease 
by  such  amount  the  income  of  the  year  available 
for  ordinary  purposes.  Furthermore,  income  tax 
had  already  been  paid  on  the  amount  held  in  re- 
serve prior  to  the  passage  of  the  statute;  and,  to 
add  any  part  of  this  amount  to  the  premiums  col- 
lected in  the  year  1936,  for  the  purpose  of  deter- 
mining underwriting  income  for  that  year,  would 
result  in  its  being  taxed  twice.  The  amount  de- 
ducted as  unearned  premiums  does  not,  of  course, 
escape  taxation,  since  it  is  subjected  to  tax  as  it  is 
released  from  the  reserve  pursuant  to  the  provisions 
of  the  statute." 


